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e In the Record e 


Fortieth Anniversary of a Tax 


The Business Record observes the fortieth anniversary 
of the income tax with a story of how it was before there 
was one, how it all came about, and what were some of 
the ideas afloat about it way back in 1913. Some of their 
ideas sound a bit queer to us these days. They include the 
idea that the money raised; would not be needed by the 
government, that it would be an appendage to the pro- 
tective tariff system, and that many men would welcome 
the idea of an income tax because they had so much money 
they did not know what to do with it all. Some felt the 
states would not amend the Constitution to permit its 
adoption, and others felt that, even if enough of the states 
did ratify, an income tax would never become a very im- 
portant revenue raiser. These latter would certainly be 
surprised to know that today income taxes account for 
about 75% of the Federal Government’s revenues. (Page 
108.) 


Too Much Instalment Buying? 


Just when does “a lot” become “too much”? This ques- 
tion crops up day after day as our staff of economists ex- 
amines the detail of the business scene. 

question concerns inventories, sometimes money supply; 

and, in recent weeks, it is being applied to consumer credit 
by those who keep close tabs on retail markets. All agree 
that there is “a lot” of credit outstanding, but is it “too 
much?” Last year and the year before, this question met 
with such answers as: “credit relative to income is below 
the prewar relationships”; or “credit sales are not taking so 
large a share of the retail dollar as in 1941.” But now the 
credit figures have run off the page of past historical rela- 
tionships. How far, and how long, can credit continue to 
climb? (See page 122.) 


Decontrol—and Its Aftermath 


In February’s twenty-eight days the new Administration 
dismantled almost the entire structure of direct controls 
on prices, and the whole wage control structure. 

Thus far, the effect of price decontrol has been small, and 
efforts by business and consumers to beat post-decontrol 
price rises have been conspicuously absent. Decontrol has 
occurred at a time when most of the basic business forces 
appear to be in a stable balance, and when supply seems 
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to be altogether adequate to demand. Exception: the supply 
of labor is now: fully engaged, and it may be that wage de- 
control, which came at once and without any special pub- 
licity, may have been more courageous than price decontrol, 
which was carefully packaged and received a great deal of 
publicity. 

For a thoughtful look at decontrol, and its relation to 
prices, wages and tax policy, see “How Dead Is Inflation?” 
starting on the next page. 


How Much Money Is Needed? 


How much money does a country need to keep its busi- 
ness going smoothly? This question has come to the fore 
again—partly as a result of the change in Washington and 
of the recent steps taken by the Federal Reserve authori- 
ties. We say “come to the fore again” advisedly, for the 
question was under serious discussion in Europe when Ameri- 
can Indians were still using wampum in their purchases and 
the colonists were acquiring real estate with trinkets. 


Simple rules of thumb, such as one encounters here and 
there these days, were, however, rather late in developing 
and do not even today enjoy anything like universal sup- 
port among the specialists. In fact, there are some who 
would aver that we know very little more about the sub- 
ject than we did three centuries ago. The reader who 
wishes to make up his own mind about the subject will find 
the factual background laid out for him on page 128 and 
following. . . . Also, facts needed to set current money 
market rates in historical perspective will be found at the 


same place. 
e e e 


The Paradox of Capital Outlays 


Current outlays for new plant and equipment are ap- 
parently adequate to fill both civilian and military demand. 
Does this, then, imply that a decline must occur when de- 
fense needs subside? Some say yes. Opponents of this con- 
clusion point out that the historical trend of such outlays 
falls almost exactly at postwar levels of expenditures, and 
that, in the light of this growth trend, capital outlays could 
be increased “substantially over the years without serious 
risks of overexpansion.” The reasoning behind these dia- 
metric views is presented on page 118, in one of a series of 
articles dealing with the industrial expansion of the postwar 
period. 


HOW DEAD IS INFLATION? 


Decontrol Has Poked It for Signs of Life 


tration may have inherited, it has not fallen 

heir to a business trend. On January 20, 
when the reins changed hands, it was evident that 
business operations had already emerged upon a high 
plateau. Measuring from mid-February, purchasing 
agents have estimated that this plateau is at least three 
months long. Other groups have sighted along it for 
six months, and some for all of 1953. 

By hard concentration on different sets of figures, 
the plateau could be made to tip slightly upward, or 
slightly downward. Judging from the rate of con- 
tract awards, construction activity should climb at 
more than a seasonal rate in the next several months. 
Personal income also appeared still to be rising mod- 
erately from the December rate of about $280 billion. 
The automobile industry, which provided much of the 
stimulus behind the rapid climb of business in the 
six months prior to Korea, was again poised for a mass 
attack on the spring market. 


SOFT RAW-MATERIALS PRICES 


Prices, on the other hand, were still sliding off among 
raw materials, particularly among farm commodities. 
The export market was expected to be considerably 
lower than last year. Department of Commerce sur- 
veys of capital goods demand have suggested that it 
would recede slowly after the first quarter. Inven- 
tories of some consumer durables, and of steel itself, 
were advancing moderately, while durables backlogs 
were subsiding. (See chart.) 


But, in general, the major claims on output—by 
consumers, government and business—appeared to be 
in highly stable condition. And this mass stability 
was reflected in employment, industrial production, 
and the general wholesale (nonfarm) price level. 
Throughout almost the whole range of industrial ac- 
tivity, stable balances appeared to have been re- 
stored. In only a few instances were business statis- 
tics reflecting artificial restraints. Thus supplies of 
CMP metals were still somewhat below demand, and 
some farm prices had fallen below support levels. Also, 
local-option rent control was still retarding the rise in 
nationwide rent indexes; and a scattering of industrial 
and consumer goods, mostly durables, were pressed 
against ceilings. The instances of trends—in farm 
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prices, in consumer credit, in business inventories— 
were so exceptional that they were receiving very con- 
centrated attention. 

For the incoming Administration, this stability had 
some very favorable consequences. (It is the obvious 
reason why a two-week-old government could launch 
itself confidently into a mass abandonment of direct 
controls before it had added further indirect controls, 
and before it knew where its budget was headed.) 
At the same time, the very rarefied levels of both 
supply and demand at which stability had been 
reached suggested caution. 

The plateau has been widely interpreted as more 
than a temporary abatement of the forces that had 
carried business upward ever since last May. Manu- 
facturers, particularly of durables, were moodily warn- 
ing each other of “ferocious” competition ahead, with 
potential supplies heavier, relative to demand, than 
at any time in the past dozen years. A prevailing 
view was that business markets were switching from 
domination by demand to domination by supply, and 
that the plateau was no more than a transitional stage 
in this switch. 


FREE FROM IMPROVISATION 


In any event, the new Administration apparently 
inherited an economic situation that was balanced, but 
sensitively so: no longer keyed to the few important 
bullish forces that had dominated business conditions 
almost throughout the postwar period. The Adminis- 
tration has had the great advantage of not having to 
improvise to meet immediately pressing business 
trends,’ and could plunge wholeheartedly into the 
more calculated business of reshaping the policy and 
dimensions of the Federal Government. But it en- 
tered into this business with some sense of urgency, 
because it is as hard for government as it is for 
business to say how long the stability will last. As 
long as it does last, the question is relatively (but 
only relatively) simple: how will new policies affect 
business conditions? Once it begins to disappear, a 
more complicated question arises: how should busi- 
ness conditions affect policies? 

On February 6, price controls were removed from 


*At this writing, the two candidates for such improvisation, the 
downtrend in farm prices and the uptrend in instalment credit, 
had received no special treatment. 
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a broad range of consumer goods at wholesale and re- 
tail: textile and fiber products at the manufacturing 
level; all furniture, and all goods for which price con- 
trol had already been suspended in the flood of sus- 
pension orders last fall. At the same time—sixteen 
days after inauguration—all wage and salary controls 
came to an end. 


A week later, price controls were removed from 
paper, rubber, lead, tin, zinc, all scrap metals, crude 
oil, all refinery products except home-heating oils, and 
many industrial materials and services. And _ less 
than a week after that, price controls were removed 
from most appliances, milk and dairy products, coal, 
lumber, cosmetics, farm and much industrial machin- 
ery, and nonmetallic building materials. One week 
later, decontrol was extended to copper, aluminum, 
cigarettes, most food products that had not previously 
been freed. Whereas virtually all the items decon- 
trolled in the first order were selling well below ceil- 
ings, a large percentage of the items covered in the 
fourth order were at or very close to ceilings. In less 
than a. month, virtually the entire consumer price 
index and wholesale price index were set free; and 
early in March controls were removed from most of 
these items, including major household appliances 
(but excluding steel itself) . 


EFFECTS OF DECONTROL NEGLIGIBLE 


While the price decontrol measures were certainly 
broad and rapid, their immediate effect was antici- 
pated to be negligible. For almost all the items in- 
volved—excepting milk, cigarettes, automobile and 
appliance repair services, copper, rice, gasoline, and a 
few others—supply, rather than ceilings, had been con- 
trolling prices, in some cases for as long as the preced- 
ing year and a half. 

_ Prices in general have been emerging from a con- 

dition where existing pressures would tend to force 
them up. This distinguishes the situation very 
sharply from 1946, when income bearing on con- 
sumer markets was already vastly higher than those 
markets could bear at existing price levels, and when 
consumers held an abnormal supply of liquid assets. 
In 1946, prices per se—quite apart from any question 
of the consequences of wage decontrol—were already 
out of line with demand. 

Now the situation is almost exactly reversed. At 
current prices, the potential supply of all consumer 
goods is apparently adequate to meet any probable 
level of demand originating from current levels of in- 
come and current holdings of liquid assets.1 Even sup- 
plemented by a liberal resort to instalment credit— 


1By prewar standards, the purchasing power of consumer liquid 
asset holdings still appears to be high, and could conceivably pose 


a very real threat to the price level if international developments were 


to give rise to expectations of scarcity. In the absence of such ex- 
pectations over the past two years, however, consumer asset holdings 
have been dormant. 
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which bears most directly on those markets where 
supply is still a little handicapped by metals avail- 
ability—current levels of income and assets do not 
seem to-pose any sudden threat to the price level. 
In so far as the consumer is concerned, the immediate 
effect of across-the-board decontrol of all consumer 
goods and services would have been small. Consum- 
ers seem to have realized this themselves: there has 
been no noticeable appearance of beat-decontrol buy- 
ing, despite a considerable amount of publicity given 
to possible price increases. In fact, ever since the 
turn of the year, when broad-scale decontrol was 
clearly imminent, consumer trade has been quite mod- 
erate, and the saving rate has apparently been main- 
tained at the very high level—about 814% of dispos- 
able income—reached in the last half of 1952. 


But for one commodity—labor—the market is still 
dangerously close to shortage. At the time wages 
were decontrolled, employment was virtually full and 
unemployment at close to an irreducible minimum. 
By late 1951, employment of women had apparently 
risen to about the maximum level that could be ex- 
pected under the incentives provided by partial 
mobilization, and by a draft policy that exempted 
almost all married men.! Hours worked are at about 
optimal rates in most industries, although they too 
are far below the levels reached during World War II. 

1Since mid-1951, the proportion of women in the labor force has 
remained about fixed at 33% of all women over fourteen years, after 
having risen from about 30% in 1949. In 1945, under the incentives 


provided by all-out war, the proportion of adult women in the labor 
force rose to 35%. 
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The sharp tightening of the labor market after the 
steel strike resulted both from catch-up production 
in durables and a general advance in activity in most 
industries serving the consumer market. This tight- 
ening apparently came to a halt at the turn of the 
year, and a very slight easing has been noticeable in 
recent months. But as outdoor industries increase 
operations over the next few months, indications 
point at the least to a firm labor market, and possibly 
a very tight one—particularly tight in and around 
automotive centers if the expectations of automobile 
producers as to their volume in the second and third 
quarters are fulfilled. (Quantity restrictions on pas- 
senger-car assemblies have recently been removed, 
and the open-ending of CMP may also help to ease 
automakers’ steel problems.) 


EFFECT OF WAGE DECONTROL? 


While nobody has suggested any pronounced physi- 
cal shortage of labor in the months ahead, the condi- 
tion of the labor supply underscores two aspects of 
the decontrol actions that need stressing. First, the 
courageous part of the decontrol orders was not price 
decontrol, but the across-the-board wage decontrol. 
To the extent that it exists at all, the inflationary 
threat to the price level is now in income, working 
through the wage-price spiral. Secondly, too much 
can be read into the failure of retail prices to start 
climbing with the end of control. In fact, unless or 
until total employment subsides, the recent down- 
ward tendencies of the retail price level need to be 
treated very cautiously. 

On the surface, there seems to be some ground for 
expecting a considerable stepping down of retail prices. 
Raw materials costs in apparel and homefurnishings, 
for example, are certainly substantially lower than 
they were a year ago. The collapse of farm prices 
does not yet seem to be fully reflected in retail food 
prices. And the much-heralded heavy supply situ- 
ation should exert downward pressure in a number 
of consumer markets. 

But it should be remembered that much of the post- 
Korea rise in prices of world raw materials never was 
built into American prices for semifinished and fin- 
ished goods. While retail prices for finished fiber goods 
have quite possibly been undercut by raw materials 
declines, the extent of undercutting is far from dra- 
matic—much less dramatic than the decline in prices 
of the raw materials themselves.1 Among foods, the 
principal area where undercutting of the retail price 
has taken place is in meats, which account for about 
one third of the BLS food price index, and about a 
tenth of the total consumer price index. 

The fall of livestock prices seems, as of the most 
recent figures available, to have opened the way to 
significant retail reductions. Some of these reductions 

1See chart, February Business Record, page 63. 
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Backlogs: Declining But High 
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have already taken place, however, and in recent 
weeks livestock prices (and grain prices) appear to 
have become stronger. Dairy products, and cereal and 
bakery products, which together account for as large 
a share of the price indexes as meats, seem reasonably 
firm at current levels, as do fresh and canned fruits 
and vegetables.? 


THE RISE IS IN DURABLES 


Finally, the big increases in supply expected over 
the next several months are not general, but concen- 
trated in durables, which account (currently) for only 
about 12% of total consumption expenditures. In 
soft goods, and in services, the weight of supply should 
get no heavier, and inventories of soft goods appear 
to be reasonably in line with sales. It is hard to find 
a reason for short-term weakness in these groups. 

All of this suggests that while declining materials 
costs and rising supply have been working to the 
advantage of buyers, their consequences—in terms of 
the consumers’ price index—may not be at all sub- 
stantial over the next six months. 

One might go even further. Given the current 
rate of disposable personal income, any very substan- 
tial decline in prices would seem quite unlikely. Since 
the end of the steel strike, real disposable income— 
purchasing power—has run upward precipitously as 
a result of sharp gains in income unaccompanied by 
any advance in prices. The gain in per capita pur- 
chasing power was the most striking figure of the 
fourth quarter, and the first-quarter figure will evi- 
dently mark a further significant advance. 

This growth in purchasing power is a major source 
of strength for consumer markets and consumer prices. 
Unless the price level was extremely weak immedi- 
ately prior to the strike, it should not be very weak 
any longer. And if wage decontrol is accompanied 
by any significant further advance in income, it may 
not be weak at all. For the time being, at least, the 
price level seems to be in the same delicate balance 
between upward and downward tendencies that char- 
acterizes most other business figures. And if this is 
true, then any important decline in the consumer price 
index is not likely without an accompanying decline 
in business activity and income. 


TAXES AND PRICES 


However probable or improbable further inflation 
may be, the removal of direct controls on prices and 
wages has made the government’s fiscal policy a 
main line of defense against rising prices. In fact, 
the conflict in fiscal objectives between the Adminis- 
tration (balance the budget first) and Congress (re- 
duce taxes first) may yet be resolved by the course 


1The production outlook for poultry suggests possible weakness, 
particularly in the light of the decline in the price of beef, with which 
poultry competes. 


of prices between now and June, when the budget 
congeals. : 

The fiscal attitudes reflected in the Reed bill and 
in the President’s public statements can be reconciled 
by assuming a level of government expenditures in 
the neighborhood of $67 billion on a budget basis, or 
$71 billion on a cash basis (netting out trust-fund 
receipts and payments, which are expected to yield the 
Treasury a cash surplus of about $4 billion). This is 
about $11 billion below the Truman estimate. While 
the Eisenhower budget is still unknown, there is wide- 
spread comment that the outlook for cuts in foreign 
aid and military spending estimates prepared by the 
Truman administration is not so bright as it once was. 

International policy decisions to increase aid to 
Viet Nam, Chiang and even Japan may not leave 
much room for cutting the $7.9-billion budget esti- 
mate for foreign aid, and cutting the military serv- 
ice estimates may also be rough work. Major pro- 
curement estimates for the 1954 fiscal year, excluding 
aircraft procurement, are actually a little lower than 
estimated for 1953. Aircraft expenditures are esti- 
mated at about $1.5 billion more than in fiscal 1953— 
not a large increase, considering existing schedules and 
the “grim” briefing on world affairs the President re- 
cently gave key representatives of Congress. 

No allowance is made in these procurement figures 
for continuation of hostilities in Korea, or for any 
further advance in defense costs accompanying the 
rise in the price of copper, and possible rises in steel. 
In fact, among the possibilities still to be considered is 
that the eventual spending level will be so high that 
a balanced budget, or even a balanced cash budget, is 
out of the question even at current tax rates. 


PRICES AND TAX CUTS 


This is not to underestimate the pressure for a tax 
cut that resides in Congress. Moreover, the mechanics 
of the situation make a demise of the excess-profits 
tax possible without any legislative action by the 
Administration. The politics of the situation may 
make a reduction in personal taxes almost mandatory 
if corporate taxes are reduced. If business conditions 
and prices were to slide off in any conspicuous degree 
between now and June, tax cuts might be all but in- 
evitable, regardless of consequences to the federal 
debt. On the other hand, the one development that 
could make the possibility of a June tax cut very 
remote would be if prices, particularly retail prices, 
were even temporarily to resume their uptrend. 


Aubert T. Sommers 
Business Analyst 
Division of Business Economics 


_ ‘Advances are not unlikely for a number of steel products which the 
industry has maintained to be underpriced relative to their cost. 
However, the longer-term outlook for these prices is not strong. See 


“Why Price Forecasts Are Bearish,” The Business Record, Feb- 
ruary, 1953. 
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INCOME AND DEMAND FOR CONSUMER GOODS 


By George Katona 


Program Director, Survey Research Center, University of Michigan 


CONOMIC THEORY as it developed, say 
Bh fifteen or twenty years ago, relegated consumers 

to a relatively minor role. If we take the three 
sectors of the economy—business, consumers, govern- 
ment—it was generally assumed fifteen or twenty 
years ago that business investment was the dynamic 
force initiating fluctuations. In addition, it was 
acknowledged that, while government surplus and 
deficit can be influential, consumers were not ac- 
counted for as an active and independent force. It 
was assumed rather generally that consumers’ be- 
havior was dependent on the fluctuations of their 
income, and that their incomes, in turn, were depen- 
dent on what happened in the business or the govern- 
ment sector. 

We are convinced, on the basis of experience during 
the last twenty or thirty years at least, that this view 
is one sided. The basis of all investigations which we 
are conducting, about some of which I will report here, 
is that consumer expenditures are not rigidly tied to 
income. Therefore, consumers can accelerate or fore- 
stall business cycle fluctuations. Moreover, business- 
men themselves often rely on consumer behavior in 
interpreting fluctuations. 


WHY THIS INFLUENCE? 


The first question with which I shall not deal in 
detail but which I shall just mention is: Why is this 
true? The answer is simple. It may not be true in a 
sustenance economy. Maybe it was not true in the 
second half of the nineteenth century when the eco- 
nomic theory which I described had been developed. 
But it is true today in the United States because of 
our high level of income—because of our high level 
of assets, especially the widespread distribution of 
liquid assets; because of the easy possibility of bor- 
‘rowing to supplement one’s income; and finally, be- 
cause of the very great role of postponable expendi- 
tures—durable goods and many other things which 


Summary of an address delivered at the Friday morning 
Round Table on "The Business Cycle: Dead or Alive?" 
as part of the 337th Meeting of the National Industrial 
Conference Board held at the Hotel Astor, New York 
City, January 15-16, 1953. 
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can be purchased at a given time or the purchase of 
which can be postponed. 


HABITUAL vs. VARIABLE OUTLAYS 


The second preliminary question is in which sectors 
of consumer outlays does this active role prevail? Un- 
doubtedly, we must differentiate consumer money 
outlays not simply according to the old-fashioned dis- 
tinction between spending and saving: some con- 
sumer outlays are habitual or not variable. They are 
really tied to income, like normal food and clothing 
expenditures, rent, repayment of some debts; in other 
words, they depend on prior decisions or on the pre- 
vailing situation. 

On the other hand, we have the real variable sectors 
im consumer money outlays; they are purchases of 
durable goods, liquid savings, and many more outlays 
of choice. 

As can be seen in the chart, 12% of all consumer 
expenditures represent purchases of durable goods. 
But this figure does not give the entire picture. The 
postponable volatile expenditures are much larger. 
Much of what is called services belongs in that cate- 
gory. Think of the travel expenditures, for instance, 
which are services; and many of the other so-called 
nondurable expenditures—not just mink coats and 
caviar—depend on your supernumerary income, on 
your asset level, on your borrowing possibility, and 
need not by necessity be done right away, but can be 
either postponed or be subject to scare buying, rush 
buying, and advance buying. 


SAVINGS vs. SPENDING 


The greatest latitude the American consumer today 
has is shifting from variable consumer expenditures 
to variable savings, or vice versa. If people decide 
to increase their buying of durable goods, they reduce 
their personal liquid savings; and if they decide to 
spend less, they increase their savings. We can deter- 
mine not only the extent of these fluctuations, but 
also the factors or forces which account for them, and 
sometimes we can even determine them in advance. 

These shifts in volatile consumer money outlays are 
not dependent on income alone, but are primarily de- 
pendent on the consumers’ frame of mind, on their 
motivations, on their attitudes, on their expectations 
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—on the fluctuations of these psychological factors. 
Attitudes, motivations, expectations are not some- 
thing hazy and vague. They are measurable, with 
probably greater exactitude than are personal sav- 
ings, which are subject to substantial error. Most 
accurately measurable, primarily through the survey 
method which has been developed over the past 
twenty years, are the trends of attitudes. This devel- 
opment of a method is due partly to the progress of 
a branch of mathematical statistics—sampling— 
which enables us to get reliable data by sampling a 
very small proportion of American families; it is also 
partly due to developments in interviewing—of con- 
ducting conversational rather than directive inter- 
views through which one can find out businessmen’s 
as well as consumers’ economic opinions, motives, 
hopes and fears. 


THE CHOICES IN ‘46 


So much about theory. I think you are more inter- 
ested in the study of actual developments. I shall 
talk only in detail of what has happened since the 
outbreak of war in Korea since 1950. I shall, however, 
mention very briefly two other instances which I have 
discussed more extensively in my recent book on 
“Psychological Analysis of Economic Behavior.’? 

At the end of World War II (toward the end of 
1945 er early in 1946, as you well remember), there 
was, at one extreme, the possibility of eight million 
unemployed because of demobilization and the end of 
wartime demand. At the other extreme was runaway 
inflation. 

Some few people predicted this latter because 
they said that, after the end of the war, there would 
be the enormous purchasing power of the incomes 
being earned at that time, plus the liquid assets 


1Published by McGraw-Hill. 
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accumulated during the war. There were, of course, 
intermediate possibilities too. 

Neither of these two extremes—runaway inflation 
or large unemployment—came true, because the 
American people as a whole decided differently. They 
remained, in 1945, 1946, and the following two years, 
optimistic that business would remain good, they ex- 
pected income increases and when they got them used 
them to spend more, but not much more; liquid assets 
were not reduced, since business people believed that 
their accumulated bank accounts and war bonds were 
reserves for bad times—and one uses reserves occa- 
sionally if one must, but one doesn’t exhaust them. 

Therefore, there was no runaway inflation. The 
rate of saving dropped very sharply, roughly from 
25% of income to less than 10% because of people’s 
optimism and their anticipation that they need not 
save so much. This revised rate of spending brought 
forth good times without runaway inflation. 


NATURE OF '49 RECESSION 


I turn to the second instance. The so-called reces- 
sion of 1949 was an inventory recession. Consumer 
attitudes did not contribute to that recession but con- 
tributed substantially to its overcoming, a develop- 
ment that could be predicted as early as January 
and February, 1949. 

At that time when many businessmen were intent 
on reducing their inventories and the discharge of 
workers, as proved by unemployment figures, had al- 
ready begun, consumers remained as optimistic about 
their future as they had been twelve months earlier. 
Their intentions to buy were also as large as they had 
been twelve months earlier. 

Our surveys on consumer finances, conducted in 
early 1949 for the Federal Reserve Board, predicted 
that consumers’ durables goods expenditures would be 
as high in 1949 as they were in 1948, which proved 
to be the case. There was no recession at all in con- 
sumer buying in 1949. 

I would like to go into somewhat greater detail, if 
I may, about trends between 1950 and 1952. What 
happened in 1950 was not simply the outbreak of war 
in Korea. Something more drastic and shocking hap- 
pened; namely, military defeat—something which the 
American people are least accustomed to. 


FEARS AND ACTUALITIES OF '50 


First came the fear that we would be driven out 
of Korea in the early fall of 1950. Secondly came the 
news of the several hundred miles of retreat from the 
Yalu River in December, 1950, after the intervention 
of the Chinese Communists. 

Those were shocking experiences for millions of 
Americans and they reacted to them—as determined 
by surveys—by fear of war—and I mean hot war, a 
third world war—and by recalling the effects of war 
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shortages and rapid inflation. People in the fall of 
1950 expected not 10%, as one speaker mentioned 
here, but 25% price increases within six months. Is it 
any wonder that we had scare or rush buying in 1950? 
And the wave of scare buying, as the department 
stores’ sales index has proved, coincided with the im- 
pact of military defeat on people. 

Then again a very substantial change occurred. 
Beginning with January, 1951, the fear of a third 
world war diminished. Instead, there was widespread 
acceptance of what experts told us and what news- 
papers and radio commentators reiterated: that a 
cold war prevailed and would last ten or twenty years. 

The general reaction was unfavorable. From top 
management down to worker it was felt that “cold 
war is bad for business.” Very few people thought 
early in 1951 of good effects of rearmament. They 
thought and felt two things would happen—both 
very bad—rising prices and rising taxes. 

Not only did the cold war bring forth, in the 
opinion of people, high prices and high taxes. It 
also brought forth uncertainty. Never since we had 
studied attitudes (namely, since 1942) was there 
any period when the degree of uncertainty was as high 
as in 1951. We never before had so many people tell 
us about the future: “Now it is impossible to know 
what will happen.” 

We predicted in January and February of 1951 
that inflation would not be lasting, that consumer 
demand would decline. This came true, and a few 
months later our press was full of talk about a “buy- 
ing lull.” I looked up the word “lull” in Webster’s; 
it is defined there as a “temporary cessation.” There 
was, however, nothing temporary in the restraint of 
people in spending in June, 1951. 

A survey conducted at that time indicated that 
these were enduring attitudes. People were full of 
uncertainty; they resented the prevailing prices and 
thought that they were unjustifiedly high. They 
resented the taxes and said: “This is a very bad time 
to buy. One shouldn’t buy if one can avoid it. One 
should only buy if one urgently needs the goods.” 


AFTER THE YEAR OF UNCERTAINTY 


This behavior of the consumers, brought about by 
those attitudes which I mentioned, caused the rela- 
tive stability of prices which began in April, 1951. 
What next? There was very little change in the 
fall and winter of 1951, and in the spring of 1952. It 
was not until the summer of 1952 that we noticed the 
first relaxation of the attitude against spending. By 
then, there was some habituation to the price level. 
Most prices didn’t go up in the first half of 1952, 
and so there occurred less frequently the remarks: 
“Oh, prices are terribly high. One shouldn’t buy.” 
Consumer spending, and especially incurring instal- 
ment debt—increased in the last few months. 
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As to recent developments, our survey for the Fed- 
eral Reserve Board is being conducted now (in Janu- 
ary, 1953). We have no data yet. Our previous 
survey, much smaller in size, finished just before 
Christmas, indicates a substantial increase in con- 
sumer optimism. Why? Price stability, and also small 
price declines, are associated in the minds of most 
persons from top to bottom with good times, and 
price increases with bad times. We learned and be- 
lieve that inflation is bad. We believe that, if prices 
are stable and if prices decline, people have more 
money to buy. At the present time, people are more 
adjusted to the price level. Even meat has not gone 
up, and meat has a tremendous influence on the 
American housewife—and the American housewife 
has a tremendous influence on her husband. 

The last survey shows habituation to the current 
price level and no expectation of inflation. Please 
don’t misunderstand me: I don’t predict what things 
will be. People’s buying intentions are not meant to 
indicate how many cars will be bought. They are 
meant to measure the currents at the time when we 
determine them—aptitudes and attitudes of people, 
how they feel, what they want. These may change, to 
be sure, but what business needs is to find out how 
people feel at a given time so as to be able to adjust 
its policies. 

At the same time that expectations of inflation dis- 
appeared, optimism increased and the level of un- 
certainty declined. We human beings get accustomed 
to things. The first impact of this cold war—of ten 
or twenty years of stress—was bad: “That’s rotten. 
That’s terrible. Nobody can plan ahead. We are de- 
pendent on this terrible man Stalin.” Now that we 
have heard this for two years, it is not so terrible 
somehow, for many people have become accustomed 
to it. 


106 


Therefore, the prospects for the next six months 
are a somewhat greater inclination to spend—some- 
what less restraint; somewhat less postponing; better 
response to sales appeals. 


A COUPLE OF HYPOTHESES 


Finally, we may raise the question of longer-range 
prospects. Can our surveys give any indication about 
the outlook for 1954 or 1955—the time when military 
expenditures would be reduced? I can only say that 
what will happen then will depend primarily on what 
happens now and during the next twelve months. 

Let me illustrate by discussing two hypothetical 
cases. Suppose that consumer buying restraint as we 
experienced it in the second half of 1951 and in 1952 
should continue. In that case, consumers would buy 
a lot, but would restrain themselves in comparison to 
their income levels, and they would at the same time 
save and increase their liquid asset holdings. Our 
chances to overcome and even to nullify any effect 
of government cuts in expenditures in 1954 or 1955 


would be very much better than in the second hypo- 
thetical case in which we shall suppose a consumer 
boom in the next twelve months and that consumers 
would again think of buying in advance and would 
reduce their liquid assets and increase their debts. 
In this case, a recession following a decline in govern- 
ment spending would be probable. A recession during 
the next few years is avoidable; it depends to a large 
extent on consumer attitudes and behavior whether 
it will be avoided. 

In closing I would like to answer the question: “Is 
the business cycle dead or alive?” I think it is alive. 
Substantial economic fluctuations are a distinct possi- 
bility. We cannot rely on automatic stabilizers alone 
to guarantee stability. But at present we know 
much more than before about the forces that con- 
tribute to economic fluctuations. We know something 
about the influence of waves of optimism and con- 
fidence, and of uncertainty and fluctuations. There- 
fore, our chances to avoid fluctuations, mainly through 
business planning, are much better than before. 


JANUARY PRICES DIP SLIGHTLY 


ber to January, according to THe CoNFrERENCE 

Boarp’s index for ten cities. The second decline 
in a row, this drop of .4% brought the all-items index 
down to 178.5, the lowest point since last April. The 
index declined in four of the last five months sur- 
veyed and in January, 1953, stood slightly below the 
year-ago level. The purchasing value of the dollar 
was 56 cents (1939=100 cents), as against 55.8 cents 
in December. 


FOOD MADE THE DIFFERENCE 


Major impetus for the decrease in the over-all index 
came from the continued decline in food prices. The 
price situation in food has been weak since last August, 
and the decline from December to January amounted 
to 1.3%, and from January to January it was down 
3.1%. Most forecasts for 1953 predict a further de- 
crease in food prices. 

Falling meat prices account for a large part of the 
recent downward movement in the food index. Price 
cuts were reported for beef and chicken. Pork and 
pork products, however, were higher. Forecasts by 
the trade still show higher beef production in 1953, 
although total meat production continues to be esti- 
mated at 1952 levels. 

Slightly higher prices were reported in January for 
flour, cornmeal and related products. The bumper 


Revert PRICES dipped slightly from Decem- 


crops of last year and a lessening of foreign demand 
have had their effect on the wholesale prices of corn 
and wheat, but not on retail prices. 

Considerable price activity was evident in fats and 
oils in January, although no trend was evident for the 
group. Butter and lard prices were lower, and those 
of shortening and margarine slightly higher (the out- 
put of butter and margarine was high in December) . 
January prices for milk and eggs were slightly lower 
than in December. 

Prices of some fresh fruits and vegetables were re- 
duced in January. Carrot, lettuce and orange prices 
declined moderately. The winter lettuce crop is re- 
ported substantially above that of last year. Most 
cities reported somewhat higher prices for white and 
sweet potatoes, cabbage, onions, bananas and apples. 
Prices of green beans and spinach increased substan- 
tially over the month. In contrast with last year’s 
acute shortage, plentiful supplies of potatoes are fore- 
cast for 1953. Canned goods showed little change, 
with corn and peas slightly higher. 


THE OTHER INDEXES 
The housefurnishings index decreased 1.2% from 
December to January. January white sales and semi- 
annual furniture sales were responsible for part of the 
decline. The index is now down 3.5% over the year. 
The housing index crept up slightly during the 
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Consumers’ Price Index for Ten United States Cities, and Purchasing Value of Dollar 
Index Numbers, January, 1939=100 


Clothing 


Fuel! 


Weighted ; Hi Purchasi 

Date ohare sgof Food Housing! | —— fone Sundries Vale ate 

= Total Men’s Women’s Total Electricity Gas mgs Seals: 
1952 January............ 179.0 237 5 120.9 151.2 167.3 137.5 133.1 90.0 103.7 168.6 170.1 55.9 
February......... 176.3 230.7 121.1 150.1 166.3 136.5 133.0 90.0 103.7 168.3 169.0 56.7 
March ees ee 176.7 231.0 121.2 149.8 166.0 136.1 183.2 90.0 104.3 167.0 170.1 56.6 
A DU reecrtes.. Boat 178.4 234.3 121.4 149.7 165.8 136.1 133.3 90.0 104.9 166.9 172.1 56.1 
MVE costes: 178.9 236.6 121.5 149.4 165.2 136.1 130.6 90.0 104.8 165.6 172.2 55.9 
June. 4.2.68. bie 179.0 237.0 121.5 148.8 164.7 185.4 130.9 90.0 104.8 165.0 172.3 55.9 
ARUN 2 <i Ree 180.4 239.8 121.7 148.5 164.6 135.0 131.7 90.0 | 104.8 | 164.8 173.6 55.4 
TAUSUSt rs os cen. ts 180.8 240.6 122.0 148.2 164.3 134.7 132.9 92.2 104.8 164.5 174.0 55.3 
September.......... 179.9 Peoit) ef 122.1 148.4 163.7 135.5 183.7 92.2 104.8 164.5 174.0 55.6 
October 179.8 236.5 122.7 148.1 163.8 134.8 135.3 92.2 104.6 163.6 174.4 55.6 
November.......... 180.6 238.3 123.3 148.2 163.8 135.0 135.9 92.0 104.6 164.8 174.5 55.4 
December........... 179.3 | 233.27) 124-1 148.2 163.8 135.0r) 187.6 | 92.0 104.6 164.7 175.0 55.8 
Annual average...... 179.1 236.1 122.0 149.1 164.9 135.67] 133.41 90.9 104.5 165.6 172.6 55.8 
1953 January............ 178.5 230.2 124.8 148 .2 163.8 135.1 137.9 92.0 104.6 162.7 175.7 56.0 

Percentage Changes 
Dec., 1952 to Jan., ee 0.4 -1.3 +0.6 0 0 +0.1 +0.2 0 0 -1.2) 40.4] +0.4 
Jan., 1952 to Jan. 1953....|_ -0.3! -31! +8.2] -2.0 | -2.1 | -1.7/ 43.6] 49.2 | +0.9 | -3.5 | +3.3| +0.2 
1 Rents surveyed quarterly in individual cities 3 Includes electricity and gas r Revised 


month, with a .6% increase resulting largely from 
higher rentals in Chicago. The index now shows an 
increase of 3.2% over January, 1952. 

Other indexes showed considerable stability over 
the month. Clothing prices, unchanged in January, 


were 2% lower than in January, 1952. Fuel moved - 


up a negligible .2% over the month and sundries in- 
creased 4%. The January-to-January gain, however, 
now amounts to 3.6% for fuel and 3.3% for sundries. 


The greatest percentage change recorded over the 
year was a 3.6% increase in the fuel index. Part of 
this rise reflects a 2.2% rise in electric rates. House- 
furnishings prices declined the most over the year 
(3.5%) , and food next (3.1%). Housing and sundries 
moved up 3.2% and 3.3%, respectively. 
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Statistical Division 


National Income and Rearmament 


“Does there in fact exist a limiting point beyond which 
it is impossible to push a rearmament program without 
throwing matters seriously out of balance? Undoubtedly 
such a limit exists. It is defined by the country’s capacity 
to cover the expenditure from taxation and, to a subsidiary 
but only a subsidiary, extent from loans raised in the market. 
From the moment when these two sources prove insufli- 
cient, so that expenditure has to be covered by inflationary 
borrowing, or simply by inflation itself, the limit of useful 
effort has been reached. 

“This is an aspect of the problem which is now becoming 
‘clear to a number of European countries. It is also the 
reason why they are seeking, so far as military security 
allows, to spread over a longer period the expenditure which 
cannot be covered without recourse to dangerous expedients. 

“One confusion remains to be cleared up. It is sometimes 
argued, in the international bodies where rearmament and 
its economic incidence are discussed, that a country which 
possesses an unemployed productive capacity is, by virtue 
of this fact, able to increase its contribution to its own 
and its partner-countries’ rearmament. 
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“When this question is examined more closely, it is clear 
that there is no direct relationship between a country’s 
available productive capacity and its capacity to contribute 
to an international program. To begin with, the unemployed 
factors of production may well be of a kind unsuitable for 
rearmament use. Further, it is not practicable to absorb 
in taxation and loans more than a part of the new incomes 
created by the extra military expenditure. The rest of this 
expenditure will thus have to be borne by those sectors of 
the economy, or by that sector of the population, which 
already covers the greater part of the expenditure incurred 
beforehand. 


“In short, the argument returns to its starting point, 
to the fact that the financial limit to a rearmament effort 
is the point at which orthodox finance ceases and inflationary 
finance begins. 

“This limit is fixed, not by the volume of industrial pro- 
duction, but by the amount and distribution of the national 
income and by the structure of the fiscal machine.”—Louis 
Ameye in Banque de Bruxelles, Quarterly Survey, 1952, 
No. 3, pp. 8, 9. 


THE BIRTH 


to the Underwood Tariff of 1913 treated sub- 

sequent tariffs. From its inconspicuous start 
—inconspicuous compared both to the attention paid 
at that time to tariffs and also to the revenues the 
two taxes once produced—that amendment, now 
more commonly known as the first income-tax law, 
had a growth few foresaw in 1913. In fact, as the 
charts on these pages show, the tail has grown so big 
that the dog, plotted on the same scale, has just 
about disappeared from view. 

This month marks the fortieth anniversary of that 
first tax on income, the law having gone into effect on 
March 1, 1913. The role and the major reliance upon 
income taxes today are commonplace. So are many 
of the knotty questions about form, coverage, rates, 
and limitations. But how many of these were fore- 
seen when the tax began? Why and how was it placed 
on the books? What did its sponsors and its opponents 
think about it back in 1913? 

Viewed in retrospect, the rather startling char- 
acteristics of the 1913 Congressional debate which led 
to the tax on incomes are: (1) a lukewarm, fre- 
quently perfunctory discussion of the pros and cons; 
(2) its treatment as a somewhat minor appendage to 
a much more important tariff bill’; and (3) the non- 
partisan nature of the Congressional lineup. 


Pie TAILS ever wagged a dog the way a rider 


PERSPECTIVE ON ITS LINEAGE 


While it isn’t necessary to go all the way back to 
1634 to understand this treatment, it is necessary to 
look a Jot further back than 1913. (In 1634 the earliest 
recorded general tax in America became law—a 
Massachusetts Bay Colony assessment of each man 
“according to his estate and with consideration of all 
other his abilityes whatsoever.”) 

The 1913 legislative horizon definitely did encom- 
pass two preceding federal income taxes—a Civil War 
levy and a short-lived 1894 law. In fact, what caused 
most of the trouble and occupied most of the debate 
over the modern version of the tax was the fact that 
it had been preceded on the books by these two close 
relatives—taxes which the Supreme Court had given 
diametrically opposite treatment. 

Its 1862 American ancestor, moreover, had been in 
effect for ten years, at one time reaching a graduated 
peak at 10% on income over $10,000. It finally was 


"House Report 5 on the Tariff Act of 1913 from the Ways and 
Means Committee, 68rd Congress, Ist Session, April 22, 1913, for 
example, devoted 57 of its pages to tariffs, 3 to the income tax. 


OF A TAX 


allowed to expire in 1872—in part because revenue 
from it was no longer needed. 

Its constitutionality was unanimously upheld by 
the Supreme Court on the ground that it was not 
an unapportioned direct tax in contravention of the 
Constitutional requirement that: 


“Representatives and direct Taxes shall be apportioned 
among the several States which may be included within 
this Union, according to their respective Numbers . . .” 
(Article 1, Section 2). 


Although copied from its predecessor, the 1894 tax 
arose out of different conditions and met a quite dif- 
ferent fate. A combination of declining support in 
the farm States for high tariffs and rising demand for 
progressive taxes—both as a desirable tax principle 
and, on the practical level, to relieve the burden of 
existing taxes—contributed to its enactment. 

Consequently, debate in Congress reflected over- 
tones as much of sectional and class interests as of 
political credo or economic merit. This debate went 
on up to the Supreme Court where a year later the 
tax was this time ruled unconstitutional in a 5-4 split 
decision. 

Where before the Court had held that only capita- 
tion taxes came under the Constitutional edict, now it 
reasoned that a tax on income was also a tax on the 
source of that income. And since a tax on property 
was a direct tax, the decision ruled, so also was one 
on income from property. And a direct tax, under 
the Constitution, had to be apportioned among the 
states. All this boiled down to the hard fact that 
Congress, in order to impose an income tax, would be 
obliged to apportion it among the States according 
to population—a practical obstacle of huge proportions 
to a graduated tax. 


THE UNCERTAINTIES COMPOUNDED 


Just about the same time that it was lowering the 
boom on the income tax, the Court was embellishing 
the uncertainties over the taxing powers of Congress 
by also holding that “special excises” on gross receipts 
of corporations were in effect “upon the privilege 
[of doing business] and not a direct tax upon prop- 
erty” and therefore permissible without apportion- 
ment. And it also held that a Spanish-American War 
inheritance tax likewise was not a direct tax. What 
was and was not a “direct tax” had become a legal 
conundrum of sizable proportions. 

To make matters worse, public revenues were not 
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keeping step with growing budgets; and opposition 
to any further boosts in customs was spreading. 
Although the Court’s dictum retired the income tax 
from active duty for a while, it wasn’t long before 
Congress heard again from this tax. President Roose- 
velt, in his 1906 message to Congress, declared that if 
tariffs fell short of providing enough income: 


“, . . there is every reason why . . . the National 
Government should impose a graduated inheritance tax 
and, if possible, a graduated income tax.” 


Mr. Roosevelt, however, went on to caution that: 


“It is quite as necessary that in this kind of taxation, 
where the men who vote the tax pay but little of it, 
there should be clear recognition of the danger of inaugu- 


rating any such system save in the spirit of entire justice 
and moderation.’”” 


President Taft apparently held a somewhat similar 
view, although his inaugural address actually recom- 
mended only an inheritance levy to supplement the 
tariff structure. 

In any case, when Congress was called in special 
session early in 1909 to revise tariffs, the legal back- 
ground was anything but clear. There existed the not 
unfamiliar problem of wide pressure to reduce certain 
taxes—but not to expand the deficit. The Constitu- 
tion’s ban on direct taxes, reinforced by the variegated 
Court interpretations and applications of the injunc- 
tion, seemed to limit any resort to other levies. And, 
finally, some feeling existed within both political 
camps that some kind of tax on income or accumu- 
lated wealth was desirable—a feeling that grew as 
the mileage from the Eastern seaboard increased. 

H. R. 1438 “to provide revenue, equalize duties, 
and encourage the industries of the United States, and 
for other purposes” (the Payne-Aldrich Tariff) set 
out to find an answer. From November, 1908, the 
Ways and Means Committee wrestled with the 
dilemma, finally reporting out a tariff-cutting bill 
plus an inheritance tax. In the House itself, repeated 
attempts to add an income tax by Democrats and in- 
surgent Republicans were defeated. 

The Senate got the bill early in April and began 

1Annual Message to Congress, December 3, 1906. 
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The Treasury's $712-million tax take in 1913 was made up of $319 million, or 45%, from customs duties; 
$309 million, or 43%, from excise taxes; and the remainder from miscellaneous sources, including the income 
tax's antecedent—the “excise” on corporations. Four decades later, customs revenues are to bring in less than 
1°, ($590 million) of all receipts; excises will amount to about 15% ($10.7 billion) of the total; income taxes, at 
an estimated 75%, ($55 billion), will have become the mainstay of the revenue system. 
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NOTE: 1953 AND 1954 ESTIMATED 


As far as the federal budget is concerned, the income tax has just about taken over the job of producing the revenue. 
Starting from a take of $41 million from individuals and $39 million from corporations—or 12% of all receipts— in its 
first full year of operation, the tax soon was producing the major part of World War | receipts. Ever since then—except 
for two years in the Twenties and during the depression of the Thirties—it has contributed the lion’s share. All told, by 
next June 30, it will have channeled some $418 billion into the Treasury since 1913. 
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Since 1913, the actual bite on personal incomes—or the combined levy of the normal tax and surtax rates—have more 

than just grown. They started out at a modest 1% on lower incomes and rose to a maximum of 7%. But it wasn’t 

long before the rate of progression was stepped up sharply in the upper brackets. More recently, greater progression was 


extended into the lower brackets. Changes in exemptions, definitions of taxable income, and the like, have altered the 
tax base over the years; but the contrast both in level and shape of the rate patterns remains. 


Sources: Treasury Department; Bureau of the Budget; The Conference Board 
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MEASURED BY REVENUE, RATES, AND IMPACT 


EFFECTIVE RATES OF TAXATION ON INDIVIDUAL NET INCOMES 
MARRIED PERSON WITH TWO DEPENDENTS 
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middle and upper brackets has reached the point 
where few escape its impact. Income-splitting has 
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ee lm HOLDERS RETAINED reduced the impact moderately below the World War 
we Il peak; and current proposals—such as Representa- 
$575,000 tive Reed’s—would further whittle it down. 


$ 10,000 By the time the Treasury finishes with the profit 


Nissees dollar—taxing it first when earned by the corpora- 
$ 25,000 Se 21.77 tion and then as shareholder dividend income—not 
$100,000 much is left. The sets of bars at the left depict total 

taxes paid on a dollar earned by both a firm in the 
maximum excess-profits bracket and one subject only 
to maximum normal and surtax liability. The share 
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$100,000 only part of the story. 


THE COMBINED NORMAL AND SURTAX “BITE” ON CORPORATIONS OVER FOUR DECADES 


INCOME TAX PER DOLLAR 
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* Federal income taxes only. Assumes all profits after corporate taxes are distributed. 
by applicable marginal rates for selected shareholders. 
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what is probably one of the longest debates on record. 
All told, it amended the House bill 847 times. The 
estate tax was knocked out and for months the 
majority stood firm against insertion of an income 
tax. Some Senators favored a different approach, 
and among them was Senator Brown, who in April 
put into the hopper a resolution to amend the Consti- 
tution to clear the way for an income tax. 

The intermittent argument covered a variety of 
positions, ranging from intent of the Constitutional 
Convention to interpretations of the Court’s inter- 
pretations to plain contentions to “soak-the-rich” 
and tax wealth its “fair share.” It amounted to a field 
day for Constitutional lawyers and to a clash of con- 
flicting interests of many origins. Some did not 
oppose an income tax in principle, but felt strongly 
about its use except in time of war or dire emergency. 
And it was even contended that no such new tax 
should be allowed because it would lead to a “danger- 
ous surplus” in the Treasury. 

Senator Sutherland, taking a more generally ac- 
cepted position, stressed infringement upon state tax 
sources: 


“I think that except in cases of necessity the taxes of 
the Federal Government should be confined to those 
things as to which either under the Constitution or under 
the operation of this common consent [with the States] 
the power of the Federal Government is exclusive, because 
when we undertake to impose taxes upon subjects which 
are also open to state taxes, it is bound to result in more 
or less confusion and in more or less inequity. It will 
result in double taxation, and multiple taxation.” 


AN ATTACK ON PROTECTIONISM 


Senator Depew went directly to the heart of the 
objection he and others had against the new tax— 
the possibility it would undermine the heavy and 
long traditional reliance upon protective tariffs for 
revenue: 


“Unless, as in war times there is an absolute neces- 
sity for an income tax, it is the most direct possible at- 
tack upon the protective system. The only way in which 
the surplus revenues it would produce, and which are not 
now needed, could be taken care of would be either a 
horizontal reduction of the tariffs to bring the revenues 
down to the expenditures or else to enter upon a baccha- 
nalian saturnalia of extravagance. . . . It would impose 
a burden for no other purpose than to establish a theory.” 
Senator Aldrich, who as chairman of the Finance 

Committee carried much weight in tax matters, felt 
about the same as did Depew and, in addition, was 
concerned over revolt within his own party: 


“If Senators sitting on this side of the Chamber desire 
deliberately to abandon the protective system and to 
impose an income tax for the purpose plainly avowed by 
\ongressional Record, vol. 44, p. 2080. 

*Ibid., p. 2103. 


the Senator from Texas [Bailey] to reduce and destroy 

the protective system, I will say to those Senators that 

I do not intend to consent to that program.” 

But his compatriot on the Republican side of the 
Senate, Senator Lodge, did not share this concern: 


“T am not likely to be very much prejudiced against an 
income tax, for we have one in my state and have had 
one always, in addition to a general property tax. I be- 
lieve, without going into the constitutional questions, that 
it is an eminently proper tax to levy when necessity re- 
quires.” 

Apparently there were other majority Senators who 
went along with Lodge for bipartisan sentiment for 
a federal income tax showed signs of growing as de- 
bate dragged on. Democrats, for the most part, 
favored it, their 1908 platform having come out 
strongly for an income tax. 

The net result was that as debate continued into 
the heat of summer, patience became in short supply 
and tempers quickened. The item-by-item considera- 
tion of long and complex tariff schedules, interrupted 
intermittently by argument on the income tax, ap- 
peared capable of going on forever. 


PRESIDENT TAFT INTERVENES 


Into this deadlock on June 16 stepped President 
Taft with a compromise. In a special message to 
Congress, he declared: 


“The decision of the Supreme Court in the income-tax 
cases deprived the National Government of a power 
which, by reason of previous decisions of the Court, it was 
generally supposed that the government had. It is un- 
doubtedly a power that the National Government ought 
to have. It might: be indispensable to the nation’s life in 
great crises. . . . I therefore recommend to the Congress 
that both Houses . . . shall propose an amendment to the 
Constitution conferring the power to levy an income tax 
... without apportionment among the States in proportion 
to population. . . .”* 

To meet the immediate need for revenue, the 
President proposed that a 2% corporation excise tax 
be enacted. Legal pitfalls were to be avoided by 
labeling it not an income tax but an excise on the 
privilege of doing business, with the measure of the 
tax being income produced. (Whether such verbiage 
bordered on the province of legerdemain or not, the 
Court subscribed to it and in 1911 upheld the corpo- 
rate excise as not constituting a tax on income.) 

In Congress, things changed overnight. The pro- 
posed “excise” became a rider to the tariff act and 
the amendment a separate joint resolution. Senator 
Brown found his April proposal, long since shelved 
with a half dozen similar ones, quickly reported out 
by Senator Aldrich on June 28. 

'bid.,"p. 2455. 

*Ibid., p. 2455. 

Senate Document 98, 61st Congress, Ist Session. 
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All told, the Senate spent slightly under two hours 
in actual debate on the resolution, the House an hour 
longer. No hearings were held, and no more than 
perfunctory reports were filed. In part, this treat- 
ment stemmed from the sporadic but vehement de- 
bate the general subject had received in the months 
and years preceding; in part from the sharp limitation 
on time decreed by the leadership; and in part, no 
doubt, from desire to end the lengthy session. 


Fairly plainly, no one was in much of a mood to 
make anything out of it at that time. Much of the 
final, rather desultory discussion, in fact, was devoted 
to review of previous moves to amend the Constitu- 
tion; little was said about the actual merits of the 
new tax itself. Furthermore, voting motives were 
complex. Aldrich stated prior to actual consideration 
of the amending resolution that “I shall vote for a 
corporation tax as a means to defeat the income tax” 
and that the corporation tax: 


“at the end of two years, if my estimate [of revenue] 
should be correct, should be reduced to a nominal amount 
or repealed. It can be reduced to a nominal amount, and 
the feature of the corporation tax that commends it to 
many Senators and a great many other people is that .. . 
if it is adopted it will certainly be very largely reduced, if 
not repealed, at the end of two years... .” 


The opposition seized this statement to claim that 
the cat was out of the bag—that the compromise was 
all a subterfuge to avoid any immediate action on an 
income tax and, later, to repeal the corporate tax. 
Other long-time proponents, such as Senator Brown, 
refused to look that far under the bed: 


“There can be no doubt, I think, in the mind of any 
candid man that, should the joint resolution pass Congress, 
in every state in the Union every political party would be 
be in a race to see which could get behind the joint reso- 
lution first. There could be found no one opposing the 
joint resolution, which only proposes that Congress shall 
have the power to levy income. You can not find a man 
on this floor, I believe, whether he favors an income tax 
law or not, who is against giving to Congress the power 
to levy the tax if it wants to do so.” 


Some of those who had been lukewarm toward the 
idea now professed support on the understanding that 
it would be used only in wartime, going along with 
Representative Payne in saying: 


“T am utterly opposed to it. I believe, with Gladstone, 
that it tends to make a nation of liars; I believe it is 
the most easily concealed of any tax that can be laid, 
the most difficult of enforcement, and the hardest to col- 
lect; that it is, in a word, a tax upon the income of the hon- 
est men and an exemption, to a greater or lesser extent, of 
the income of the rascals. . . . But if this nation should 
ever be under the stress of a great war... I do not wish 
[it] to be left without an opportunity to avail itself of 


1Congressional Record, op. cit., p. 3929. 
2Tbid., p. 4114. 
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every resource to provide an income adequate to the 

carrying on of that war. .. . I hope that if the Constitu- 

tion is amended in this way the time will not come when 

the American people will ever want to enact an income tax 

except in time of war.” 

Representative McCall was one of the few who 
objected to the seeming haste with which the com- 
promise was being pushed through Congress: 


6 


‘, . . but for the House to perform its part in such a 
solemn transaction as amending the Constitution of the 
United States without having the form of the amendment 
seriously considered by one of its committees strikes me 
as a proceeding of extraordinary levity. 

“... while they say that they desire this power for time 
of war, we see today in time of peace an attempt to exer- 
cise the power to its utmost extent... . Why drag every 
governmental power to Washington so that a vast cen- 
tralized government may devour the States and the liberty 
of the individual as well. I say this amendment should be 
considered more carefully than it has yet been... .” 


Some of the earlier friends of the tax charged that 
it was now being railroaded through in this fashion 
and shipped off to the hinterlands on the premise 
that the slow and rocky road of Constitutional amend- 
ment via state action was certain to prevent it from 
ever becoming law. It was their position that no such 
amending circumlocution was necessary; and that, 
should another income-tax law be passed, the Court 
would once more reverse itself and approve the tax. 


WOULD THE STATES APPROVE? 


Finally, much of the brief discussion was concerned 
with means of ensuring state consideration; in fact, a 
suggestion to pay costs incident to state conventions 
was seriously debated. In the closing minutes of this 
historic debate to amend the Constitution, attention 
was primarily given over to what to do if three fourths 
the states did not ratify. Despite the arguments 
against the proposal, the vote was decisive—77-0 in 
the Senate, 318-14 in the House, and the resolution 
was on its way to the States. 

Whatever the President and his Congressional chief- 
tains had expected the States would do about it, the 
path for the amendment was a smooth one. When 
Delaware became the thirty-sixth state to approve 
less than four years later, the income tax proposal 
became the Sixteenth Amendment on February 25, 
1913. 

For the incoming Wilson administration—which 
took office the following month—this was a fortuitous 
and fortunate circumstance. Committed to cut tariffs, 
the new administration proceeded to do so to the 
tune of $70 million. With outlays not reduced, resort 
to the newly authorized tax was obvious. 

The Underwood Tariff bill, this time “an act to re- 
duce tariff duties and to provide revenue for the gov- 

'bid., p. 4390. 

‘Ibid., p. 4891. 
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ernment,” became the instrument to which the new 
tax was appended. As in 1909, formal consideration 
of the tax by itself was surprisingly limited, particu- 
larly by today’s tax debate standards. As one sec- 
tion at the end of a much larger and highly contro- 
versial tariff bill, the tax was in effect neither con- 
sidered separately nor voted upon. The shadow of 
the tariff dominated both argument and final decision. 

Its proponents were unreserved in their enthusiasm, 
though few went on record as far as Senator Williams, 
who declared: 
“The time may come, and I hope will come some day, 
when all taxes for the government will be raised by taxing 
the citizens in proportion to their ability to pay.” 
Later he amended his remarks to add that “we can 
not go at that sort of thing too quickly” and that 
taxes “on those things which are either unnecessary or 
lead to vice” would also have a place in his ideal tax 
system. 

The various considerations that entered into major- 
ity thinking were summed up by the House Ways and 
Means Committee in its report on the bill: 


“The tax upon incomes is levied according to ability 
to pay, and it would be difficult to devise a tax fairer 
or cheaper of collection. . . . Congress should eliminate 
the inequalities and abuses of the existing system of 
tariff taxation, reduce the customs duties to a sound 
revenue basis—placing maximum rates on luxuries and 
minimum rates, or none at all, on the necessaries of life— 
and levy an income tax to equalize the tax burden and to 
give elasticity and productiveness to our revenue system.” 


Senator Works was evidently speaking of far differ- 
ent times than would exist some forty years later: 


“There are a great many men in this country at pres- 
ent, and the number is increasing, whose income and the 
amount of money they have accumulated are a positive 
burden to them rather than a benefit. If we can take 
some of that away in such an instance and apply it to 
the maintenance of the government, we shall be doing 
them a favor rather than in injury.” 


Whatever Utopia he had in mind, his remarks fell on 
unresponsive ears and went unchallanged. At least 
one note, however, of concern over future use and 
limits of the tax was raised by Senator Weeks. The 
reply made by Senator Norris did not entirely sat- 
isfy Senator Lodge, but no one particularly pursued 
the matter further at that time. 


SENATOR WEEKS: “Now, I would like to ask... 
where we are likely to stop in the unequal taxation which 
is proposed in this income-tax provision. I think the coun- 
try would like to know where the limit is to be placed... . 
Suppose that next year we need additional revenue, as we 
shall, are we going to double the [surtax] limit?” 


SENATOR NORRIS: “Sufficient unto the day is the 


1Congressional Record, vol. 50, p. 3772. 
*House Report 5, 63rd Congress, 1st session, April 22, 1913. 
3Congressional Record, op. cit. p. 3812. 


evil thereof . . . [this question] could be asked every 
day upon a proposition to tax anything... . Every man 
must know there is no limit, and that when Congress, to 
meet an emergency, is compelled to raise additional money 
by taxation, it will find some way to fairly and honestly 
meet the emergency.” 


SENATOR LODGE: “I want to ask the Senator if 
it is not true that there are a great many subjects of tax- 
ation on which there is a limit, and that is the limit of 
probable collections. There is a point at which, if you 
make the tax sufficiently high, the revenue falls off.”" 


But, for the most part, the record of the 1913 de- 
bate is given over to for-the-record statements of 
approval by its proponents and to moderate de- 
claimers of enthusiasm by the few who rose in oppo- 
sition. Much of the debate on both sides, instead, 
dealt with minor specifics—what should the steps in 
the graduation be, what rate of progression? 

As in 1909, the major point of opposition concerned 
the possible impact of the new tax upon the protec- 
tive system. That revenue from a new type of levy 
might weaken the case for continued high customs 
duties seemed generally to be viewed as a more serious 
issue than any demerits, actual or foreseeable, in the 
income tax itself. 

e e e 


Although no debate stretching over the course of 
many years—and which ended on something of an 
anticlimatical note—can be done full justice in a few 
pages, it can be fairly said that the legislators of 1913 
envisioned few of the dimensions of the tax of 1953. 
Some of the problems both on the practical and policy 
levels that the tax would create were foreseen—prob- 
lems of equitable treatment of individuals of varying 
circumstance, of double taxation, of its innate com- 
plexities; but few official remarks contained any inti- 
mations of the limits to which the levy would soon 
be pushed. 

The contention that it would undermine the rev- 
enue-producing case for tariffs was borne out by ex- 
perience; but that it would within four full years of 
operation become the major source of revenue and, 
forty years later to have settled down to account- 
ing for four fifths of all receipts, would undoubtedly 
have seemed incredible in 1913. Whether or not it 
operated to make a “nation of liars” or to exempt the 
“income of the rascals” is, of course, not so amenable 
to documentation. And few taxpxayers of more than 
modest means have ever been known to acknowledge 
publicly agreement with the prediction that taxa- 
tion of their incomes is “doing them a favor rather 
than an injury.” 


Tueopore R. Gates 
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SELECTED BUSINESS INDICATORS 


| 1953 1952 | Percentage Change _ 


= Latest Month | Latest Month 
Januaryp December November January over over 
Month Ago Year Ago 


Item 


Production and Business Activity— 


Industrial production, total (S)............ 1935-39 = 100 236 |r 235 |r 234 221 +0.4 +6.8 
Durable. goods GS) Waves. 6s -oo6 oh scew nee 1935-39 = 100 315 |r 313 |r 304 282 +0.6 +11.7 
Nondurable goods (S).......5......000e- 1935-39 = 100 196 |r 194 197 189 Jef 18) +3.7 
WiineralsnS tere ie sate ee oes saw ecitets 1935-39 = 100 163 |r 164 |r 171 167 —0.6 —2.4 

Consumer durables (S).............0000005 | 1947-49 = 100 n.d. 133 |r 134 98a -0.7 435.7 

Machine tools!)..<.... 0m ides scceseees oss 1945-47 = 100 361.9 |r 355.0 342.5 266.6 +1.9 +35.7 

Construction contracts awarded, residential .|i million dollars 460 439 528 338 +4.9 +36.2 

Construction contracts awarded, other..... .|| million dollars 616 1,029 720 564 -40.1 +9.1 

BvetanlisalesaGS) piss ea aictercce creole) cncuc che eer ness ; million dollars 14,125 |r 14,322 jr 14,003 13,154 | -1.4 +7.4 

Retail inventories (S)?R...............05- million dollars n.a@. 21,055 |r 20,969 20,7544) +0.4 +1.5 

Department, store sales (S)................ 1947-49 = 100 109 |r 115 |r 113 108 -5.2 +0.9 

Department store inventories (S)?.......... 1947-49 = 100 n.a 119 120 119a -0.8 0 

Manufacturing sales (S).................6- million dollars n.a. 24,200 |r 23,465 20,962a +3.1 +15.4 

Manufacturing inventories (S)?............ million dollars n.a. 43,630 |r 43,578 43,039a +0.1 +1.4 

Manufacturing new orders (S)............. million dollars n.a 23,847 |r 22,788 22,1744 +4.6 +75 

Manufacturing unfilled orders?............. million dollars n.a. 71,527 |r 73,163 65,795a =9 2 +8.7 

Carloadings, totalfy 250... sw eee eee thousand cars 686 664 791 715 +3.3 —4.1 

Carloadings, miscellaneous’................ thousand cars 362 343 382 357 +5.5 +1.2 

Prices, Wages, Employment— 

Basic commodity prices‘R........ .. «e..{| 1947-49 = 100 89.7 90.4 91.4 107.8 -0.8 -16.8 

Wholesale commodity prices, all........... 1947-49 = 100 109.9 109.6 110.7 113.0 +0.3 -2.7 
Sarina epNewies etn Soe OT Sac ky Wee es Seer 4 Hee ews 1947-49 = 100 99.8 |r 99.2 103.6 110.0 +0.6 -9.3 
Industrialsen er. woe tes vies = cas see eas 6 1947-49 = 100 112.9 112.9 112.8 114.3 0 SNe 

Consumers’ price indexR................. 1947-49 = 100 113.9 114.1 114.3 LISS -0.2 +0.7 

Farm parity price ratio................... 1910-14 =100 95 96 99 105 -1.0 —9.5 

Nosagticultaral employment.............. thousands 55,072 |r 55,812 55,454 53,540 -1.3 +2.9 

Unemployment.............. se eee cence thousands 1,892 |r 1,412 1,418 2,054 +34.0 -7.9 

Factory employment..................... thousands 13,418 |r 13,527 |r 13,452 12,766 -0.8 +5.1 

Average weekly hours worked, manufacturing|| number 41.1 41.8 41.2 40.8 -1.7 +0.7 

Average hourly earnings, manufacturing. .. .|| dollars 1.734 |r 1.732 1.718 1.640 +0.1 +5.7 

Personal income (S)®.........2...escsseecs billion dollars hide Q79.2\r 275.8 263. 4a +1.2 +6.0 

Finance and Government— 

Bank debits, outside New York City®...... .|| million dollars 79,983 87,824 70,751 74,953 -8.9 +6.7 

Business loans’s))..0. 5 36 fon ok «+ 8 ne lees million dollars 22,933 23,167 22,737 21,315 -1.0 +7.6 

Consumer instalment credit outstanding’. . .|| million dollars rae 16,506 |r 15,889 13,510a\ +3.9 +22.2 

Privately held money supply’.............. billion dollars n.a. 194.5 191.6 186.0a +1.5 +4.6 

Federal budget receipts...............64-- million dollars 5,061 6,003 4,151 4,953 -15.7 +2.2 

Federal budget expenditures............... million dollars 5,737 7,124 5,161 5,455 -19.5 +5.2 

Defense expenditures.............-.00008- million dollars 4,082 4,538 |. 3,760 3,842 -10.0 +6.2 

Federal budget surplus or deficit. cumulative§! million dollars |  _9,969 —9,293 —8,172 | risen. 


S Adjusted for seasonal variation 4A verage of 22 daily spot market priccs 8From July 1 to end of month indicated n.a.Not available 
1Shipments 5Annual rate a December, 1951 p Preliminary 
2End of month 6140 centers 

3Average weekly TAverage of Wednesday figures 


R New series; not comparable to earlier data shown 
Sources: Association of American Railroads; Bureau of Agricultural Economics; Bureau of Labor Statistics; Department of Commerce; F. W. Dodge Corp.; Federal Reserve; 
National Machine Tool Builders Association; Treasury Department; Taz Comrenrxcn Boarp 
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WHAT HAS HAPPENED TO WORLD INDUSTRIAL O 


PER CENT CHANGE SINCE PREWAR 
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The world indexes relate to mining and manufacturing only. Data for the individual 
countries (except the United States, Austria, Norway and Sweden) include electricity 
and manufactured gas. "Prewar" means 1937 in most cases. The exceptions are: 
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[PUT—WITH AND WITHOUT U.S.A. AND U.S. 5S. R. 
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CAPITAL OUTLAYS: HIGH OR LOW? 


producers’ durable equipment, have averaged 
$30 billion a year in current dollars—almost 
three times the level of 1929, and five times the aver- 
age annual expenditures in the years 1935-1939. In 
terms of constant dollars, outlays in the average post- 
war year have been 50% higher than in prewar years. 
These comparisons attest to the imposing height 
that capital expenditures have attained since the end 
of World War II. Whether these expenditures can 
be maintained at or near their current levels is one 
of the biggest question marks in the business outlook. 
On the one hand, the fact that the current level of 
capital expenditures is apparently adequate to meet 
the demands of both the military and the civilian 
sectors seems to be evidence that a decline must occur, 
once military demand has been filled.t 


: ne 1946, private outlays for new plant and 


THE CASE AGAINST DECLINE 


On the other hand, there are statistical grounds for 
arguing that a major decline in capital outlays is not 
inevitable—and, in fact, is not particularly likely un- 
less or until business activity in other sectors declines. 

The argument against a major and autonomous de- 
cline in capital goods resolves itself into this: it is 
not the absolute level of capital expenditures that de- 
termines their vulnerability to a decline, but their 
level relative to the rest of the economy. And although 
current expenditures are high, so are population, em- 
ployment, real income and the standard of living. 
Moreover, recent expenditure rates on new plant and 
equipment seem to be reasonably well in line with 
their own historical trend. The demands placed on 
the productive capacity of a growing economy have 
called for an increasing inventory of productive facili- 
ties, which implies, in addition to expenditures for ex- 
pansion, a rising level of replacement expenditures. 
Available evidence indicates that a substantial por- 
tion of current outlays is being directed to the replace- 
ment of depreciated or obsolescent equipment. 

To some, these arguments have suggested the con- 
clusion that if a high and increasing level of business 
activity prevails in other sectors, capital goods demand 


1Supporting this thesis are recent surveys of the intentions of busi- 
ness, indicating a decline in capital outlays of 15% and 20% in 1954 
and 1955, as compared with last year. However, an examination of 
past surveys of business plans reveals a characteristic understatement 
in announced plans—probably owing to the exclusion of tentative 
plans that eventually materialize. A discussion of this and other 
aspects of “anticipated” expenditures appeared in the February 
Business Record. 


will continue high, and may even be expected to ex- 
pand slowly (see box). And this in turn has suggested 
that, as an initiating factor in a general recession, 
present levels of capital expenditures are no more 
dangerous than present levels of personal consump- 
tion, or of government purchases. 

Statistics on the inventory of capital goods are un- 
fortunately scanty, and estimates that have been 
made of their total vary widely.! In appraising the 
dimensions of postwar expenditures for new plant 
and equipment, past outlays therefore necessarily fur- 
nish the primary criterion of what might be termed 
a “normal” level of expenditures. The present article 
is confined largely to the historical trend of aggre- 
gate outlays, and the extent to which current levels 
represent replacement.” 

In the accompanying charts, expenditures for pro- 
ducers’ durable equipment and new nonresidential 
construction (all in terms of constant dollars) have 
been plotted from 1889 to date, and trend lines fitted 
for the period 1889 to 1930. These trend lines have 
been extrapolated through 1960. The data and the 
trend projections themselves were taken from “The 
Sustaining Economic Forces Ahead,” a publication of 
the Joint Committee on the Economic Report. 


WHAT THE CHARTS SHOW 


In both of the charts, postwar expenditures fall 
remarkably close to the level indicated by the long- 
term trend. Throughout the postwar period, in fact, 
the largest positive deviation of actual expenditures 
for durable equipment from their computed “normal” 
was +9%, and the deviation in 1952, when expendi- 
tures reached a record high, came to only +2%. 
For plant and equipment, the largest positive devi- 
ation occurred in 1951, when actual expenditures were 
8% above the computed “normal.” 

The weight to be given this evidence depends, of 
course, upon the validity of the computed trend line, 
and several important criticisms of the trend could 
be made. In the first place, it is fitted to the period 
1889-1930. Had it been fitted to a longer period, in- 
cluding the decade of the Thirties, a considerably 
lower trend line would have resulted, and the postwar 
level of expenditures would have shown a much greater 
positive deviation. Furthermore, in view of the de- 

‘Raymond W. ith, “ 
Wealth,” Nudes 2 ra and ker em ae . oy eo 


*Ensuing articles will deal with implications of th iti 
postwar capital outlays, and their Shain? mee 
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Postwar Plant and Equipment Expenditures Close to Trend— 
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_ ficiency of capital expenditures during the Thirties 

and early Forties, one would have expected postwar 
expenditures to be above the long-term trend, which 
suggests that the true trend may lie well below that 
indicated on the chart. Again, the extrapolation of 
the trend is not one in which great confidence can be 
placed. The extrapolated part of the trend covers a 
severe depression and an expensive war, both of which 
might be expected to have altered in some degree the 
kind of trend that existed in the earlier period. Finally, 
the trend assumes a constant percentage increase in 
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capital outlays, and there is no substantial evidence 
that this kind of trend must result from the factors 
involved. 

On the other hand, the rapid growth of the nation 
over the past fifty years does suggest a considerably 
higher normal level of expenditures than would have 
been normal at the turn of the century. Since 1900, 
population has more than doubled; the standard of 
living has increased sharply; real gross national prod- 
uct has increased about fivefold, and the degree 
of mechanization of production has advanced rapidly 
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Plant expenditures as a % of volume of outlays for non- 
residential plant and equipment 

Sources: Joint Committee on Economic Report; The Con- 
ference Board 


in virtually all industries. The underlying growth in 
the dimensions of American business has undoubtedly 
required a large increase in the total stock of pro- 
ducers’ durable equipment. And as this stock has in- 
creased in size, the expenditure necessary to replace 
depreciated equipment has also increased. 

It is about this last point that most of the diffi- 
culty in evaluating capital expenditures revolves. The 
extent to which current expenditures reflect replace- 
ment of depreciated plant and equipment determines 
the “break-even point” in the national accounting of 
productive facilities. Superimposed upon this basic 
level of expenditures are additional outlays necessary 
to increase capacity. 

These two categories of expenditures cannot be 
clearly segregated. (If they could, it would be a rela- 
tively simple matter to compare new capacity expen- 
ditures to other measures of economic growth, such 
as population and per capita real disposable income.) 
Available depreciation data are based primarily on an 
accounting concept, and, aside from the distortions 
created by the rapid amortization allowances of 
World War II and the Korean War, reflect acquisi- 
tion costs rather than replacement costs. During 
times of rising prices they underestimate, by a consid- 
erable margin, that portion of current outlays directed 
at the replacement of depreciated plant and equip- 
ment. Studies made by Tue Conrerence Boarp 
place the extent of underestimation by the corporate 
sector at about 60% in the current period.! Offsetting 
this, to an unknown extent, is the fact that a replace- 
ment today, even at a comparable price, cannot gen- 
erally be compared with the original piece of equip- 


rotted of Depreciation Policy,” Studies in Business Economics, 
0. 22. 


ment. A 1953 automobile may be favorably priced 
relative to a machine sold in the early Twenties, but 
technological improvements of the past thirty years 
have destroyed the economic comparability of the 
vehicles. The same is true of most types of machinery 
and equipment. An expenditure made in 1952 more 
often than not results in a greater productive poten- 
tial, in terms of constant prices, than a similar ex- 
penditure in prewar years. 

Finally, variability in the rate of obsolescence, de- 
pending, as it does, on sporadic technological change, 
is another imponderable in measuring the replace- 
ment component of expenditures for capital goods. 

Within these limitations, analysis of available data 
suggests that the expenditures necessary to maintain 
the current inventory of capital equipment are them- 
selves historically high, and account for a major 
portion of total expenditures. Adjusting depreciation 
to compensate for the understatement of replacement 
costs would indicate a loss of plant and equipment 
(private, nonresidential, nonfarm) of about $20.8 
billion a year in 1951. Estimates of the accidental 
damage to fixed capital place the loss in 1951 at 
about $1.0 billion a year.1 Taken together, these ele- 
ments of capital consumption indicate that a replace- 
ment expenditure of about $21.8 billion a year (in 
current prices) is now required to maintain the exist- 
ing stock of productive facilities. This is about 80% 
of actual current expenditures for nonresidential, non- 
farm plant and equipment.? Assuming a twenty-year 
average replacement cycle for plant and equipment,® 
this would imply—very roughly—that the current 
level of expenditures is expanding the total inven- 
tory of productive facilities at a rate of less than 
2% a year. However, indications are that the expan- 
sion of equipment is progressing at a faster rate and 
plant at a slower rate: see below. 


HISTORY OF NEW PLANT SPENDING 


This does not imply that the existing rate of out- 
lays for plant and equipment will be sustained indefi- 
nitely. On the contrary, actual year-to-year expendi- 
tures for new productive facilities can, and do, vary 
considerably from their long-term trend, and can fall 
below even maintenance requirements. In past years, 
expenditures reasonably close to the long-term trend 
charted on page 119 proved to be no guarantee of 
sustained capital outlays. And expenditures far below 
this trend, as during the period of the Thirties, evi- 
dently did not exert enough upward pressure to 
raise capital expenditures to the long-term trend. But 


1The estimates of damage to fixed capital have not been adjusted 
to compensate for any understatement due to values being based on 
acquisition cost rather than replacement cost. Offsetting this is the 
fact that accidental damage to residential property is included. 

*Capital outlays charged to current expense have been excluded. 
*Assuming an average life of forty years for plant and fifteen years 
for equipment, the current composition of expenditures would 
indicate a composite life of twenty years. 
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it may suggest that outlays of present magnitudes do 
not necessarily foreshadow future decline. 

A straight comparison of outlays for new plant with 
historical levels, as in the case of equipment, does not 
yield meaningful results.1 Over the past seventy years, 
the proportion of total plant and equipment expendi- 
tures that has been going into new plant has been de- 
creasing almost steadily (see chart). From almost 
60% at the turn of the century, construction expendi- 
tures have declined to little better than 20% of the 
total so far in the Fifties. Among the more obvious 
reasons for this decline has been technological ad- 
vance in machinery design, which has encouraged 
investment in equipment rather than plant. The 
growth of electricity as a source of power, with frac- 
tional horsepower motors replacing the overhead drive 
system,” fostered new techniques of plant design and 
layout. New methods of materials handling allowed 
for greater utilization of existing space, and the de- 
velopment of new materials, lighter and stronger 
than those previously available, permitted the con- 
struction of smaller machines with greater capacity. 


What Others Say 


‘, .. this [current rate of] investment is not much 
out of line with historical relationships to over-all 
economic activity, with plant relatively lower and 
equipment higher than in prewar periods of high out- 
put. The very large increase in investment in the 
postwar period increases the vulnerability of this 
sector, but it may be noted that the ratio of the 
stock of capital to aggregate output still appears to 
be below that in the Twenties, with little difference 
between the two periods in the ratio for equipment 
alone. . . . Despite the diminishing impact of the 
defense expansion program, the current capital goods 
picture is still strong.’—From Markets After Defense 
Expansion, a publication of the Department of Com- 
merce. 


“While contemporary business activity and the in- 
vestment decisions of businessmen will determine the 
amount of actual outlays made in the years ahead, 
the charts,’ with all the necessary qualifications, give 
little support to the view that our growth require- 
ments for fixed capital have been significantly outrun 
to date. 

“If one is willing to accept as evidence the long-run 
growth-trend curves alone, it appears that business- 
men might safely expect to continue current rates of 
private plant and equipment outlays and even increase 
them substantially over the years without serious 
risks of overexpansion.”—From “The Sustaining Eco- 
nomic Forces Ahead,” a publication of the Staff of 
the Joint Committee on the Economic Report. 

'Reproduced on page 119. 
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Result: a sharp increase in the amount of production 
possible per square foot of floor space. 

Another partial explanation rests on the cost of 
new construction as compared with that of new equip- 
ment. For many reasons, including rapid technologi- 
cal advance in the machinery industry itself, the cost 
of industrial equipment has not advanced so much as 
that of construction. On a 1939=100 basis, the index 
of equipment costs now is at about 190, whereas the 
index of construction costs is in the neighborhood 
of 260. This differential has acted as a strong incentive 
directing capital expenditures towards the purchase 
of new equipment rather than to the construction of 
additional space, a choice that is not uncommon. 

Another fundamental reason for this trend is the 
basic difference in the mortality factors of equipment 
and structures. The physical depreciation of equip- 
ment is usually a function of its rate of utilization, and 
its useful life often depends on the extent to which 
repairs and the replacement of parts can be carried 
on. In addition, increasing specialization, the de- 
velopment of new products and new materials, and 
technological advance in machine design exert strong 
pressure toward the scrapping of an existing machine 
and the purchase of a new unit. 

With structures, on the other hand, the extent of 
utilization has little to do with the real depreciation. 
Maintenance expenditures can often prolong the use- 
ful life of a building indefinitely. And technological 
advances in the design and construction of new struc- 
tures, although they place a dollar premium on a new 
building as opposed to an older one, do little to destroy 
the economic utility of existing plant. 

Because of these differences, the economic depreci- 
ation of plants may be almost insignificant as com- 
pared with the economic depreciation of equipment. 
And lacking this basic level of expenditures necessary 
to maintain the inventory of producers’ plants, the 
percentage of capital expenditures going into new 
plant has shown a marked decline. 

Other reasons can be advanced for the decline in 
the proportion of capital outlays going into new con- 
struction: the extraordinary wear and tear on equip- 
ment during the war years, not equally suffered by 
structures, and possible effects of overbuilding during 
the period of the Twenties. But the downward trend 
in evidence since the turn of the century suggests a 
combination of many reasons, varying in importance 
over different economic periods. 
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1The same trend-fitting procedure charted for equipment on page 
119 would place the long-term trend of plant expenditures well above 
the levels of the postwar years. This would imply a relatively de- 
pressed and inadequate level of plant building, an implication which 
is not supported by the observable facts in most industries. ; 

*In 1899, manufacturing industries used fewer than 200,000 electric 
motors. In 1939, they used more than 29,000,000. 
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SERVICE CREDIT 
|_| SINGLE-PAYMENT LOANS 

CHARGE ACCOUNTS 

INSTALMENT CREDIT LOANS, 
IS- INSTALMENT SALE CREDIT 


$ ’ 
50 7524 


O BRR eke 

[ou series. s 36 Le 4s 44,5 40 
A ESTIMATED 

Source: Federal Reserve 


outstanding since the lifting of Regulation W 

last May has rekindled the discussion over 
whether consumer debt is reaching dangerous levels. 
Until late in 1952 it could readily be demonstrated 
that debt was below its prewar relationship to con- 
sumer income or other relevant economic aggregate. 
But in recent months, most of these measurements of 
debt have moved beyond prewar highs, and the cur- 
rent level of consumer debt is now in an unexplored 
economic region where historical] relationships no 
longer suggest easy conclusions. 


IS THE LOAD TOO GREAT? 


Does the 9% to 10% of disposable income now going 
into monthly instalment payments indicate that con- 
sumers must begin to reduce their credit purchases? 
Or is it possible to expand that percentage to 11% or 
15% or even to 50%? Does the current 7% of out- 
standing debt to income indicate a burden too heavy 
to be maintained? 

A close examination of spending patterns of middle- 
income consumers—the typical credit buyers—sug- 
gests that they still have additional capacity to support 
debt. However, in the light of the heavy concentra- 
tion of credit buyers among middle-income families, 
rough calculations suggest that 13% to 15% of total 
disposable income going into instalment payments 
would burden a very large proportion of credit buyers 
with unprecedented repayment schedules. At the 
postwar rate of credit and income expansion it would 
take several years to reach a 13% figure; at the accel- 
erated current rate of credit expansion, the 13% figure 
would be reached much more rapidly, especially if the 
income rise flattens out or declines. But it is by no 
means certain that consumer durables buyers may not 


Se: RAPID ADVANCE of instalment credit 


More Credit for 
Consumer Purchasing 


slow their credit purchases well before repayments 
reach a level of 13% or even 12%. In any event, the 
question of whether consumer debt is growing to 
troublesome proportions is no longer academic. 

It is difficult to pin the label of potential credit 
customer on any particular shopper who might walk 
into an automobile showroom or up to a department 
store counter. But the odds are he will buy on credit 
if he is young, recently married, has one or two small 
children, and earns a moderate living in or near a large 
city. 

There are a great number of factors which separate 
potential credit customers from cash customers, but 
the key seems to be age and marital status. Recently 
married couples are heavy purchasers of durable goods, 
but at first many of them have sufficient savings to 
buy on cash. As children come on the scene and sav- 
ings begin to dwindle (often the bulk of reserves go 
for a down payment on a home at this stage of life), 
the young married couple begins to rely more and 
more on instalment credit to finance a still high level 
of consumer durable goods purchases. As family in- 
come increases with the years, and liquid assets are 
again built up, a higher proportion of purchases of 
consumer durables can again be met with cash, par- 
ticularly since these are years of waning demand for 
durables. Finally, as the children grow up and start 
out on their own, cash purchases become the domi- 
nant element in the family’s expenditure pattern for 
durables. The growth of the family from cash buyer 
to credit buyer back to cash buyer emerges from the 
voluminous statistics on consumer finances collected 
periodically by the Federal Reserve. 


FAMILY BUILDING IMPORTANT 


The concentration of durable goods purchases in 
the early years of marriage was demonstrated in a 
study of a sample of families during 1949. More than 
two thirds of those couples married two years or less 
purchased furniture or appliances; a seventh of those 
making purchases bought more than two items. Only 
a third of couples married more than twenty years 
made purchases, with a tenth buying more than two 
items (see table). Although a similar compilation 
was not made for automobiles, purchases reported by 

1The second in a series of two on this subject. 
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age of buyer indicate the heaviest acquisition of used 
cars in the early years of marriage, with new cars 
being bought most frequently in the middle years of 
marriage. 

A survey made in early 1952 yields some insight 
into the distribution of the postwar consumer debt. 
Data somewhat comparable to the detailed 1949 study 
indicate very much the same family pattern of pur- 
chases for 1951. More than 90% of young married 
couples without children bought an automobile or 
some other durable good in 1951; fewer than two 
thirds of these couples reported owing consumer debt 
in early 1952. While it is not possible to tie each dur- 
able purchase in 1951 to a debt owed in early 1952, 
data on expenditures and debt for all middle-income 
families! ($3,000 to $5,000) indicate that, of those 
who owed debt in early 1952, three fourths reported 
instalment debt on durable purchases in the previous 
year.? Assuming that this relationship of instalment 
debtors to all debtors prevailed in the “childless mar- 


More Purchases in the Early Years 


Buyers of durable goods! as a % of spending units within 
marital status groups, 1949 


Married 


No purchase..... 
At least one item. 
More than two 


Television set.... 
Refrigerator..... 
Washing machine 
StOVerse ccc onc 
Other electrical 
appliance...... 


WH DW AD = 


3 


Note: Percentages for individual items add to more than 100 because some spending 
units bought more than one item. 
1Excluding automobiles. 


Source: Federal Reserve. 
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ried couples” groups, this would imply that not much 
more than half (if that) of this group bought on in- 
stalment in 1951. And of those couples that reported 
instalment purchases, something like a tenth also re- 
ported the purchase of additional durable items with 
cash. 

But the heavy level of durables purchases in the 
early years of marriage takes its toll of liquid assets, 
especially when there are young children in the house- 
hold. For example, 30% of couples (husband under 
forty-five years of age) with children had no liquid 
assets in early 1952, against only 23% of couples 
with no children. For older couples, the discrepancy is 
even greater (see chart). As a result, children bring 
a significant shift toward credit buying. Of the more 
than four fifths of married couples with children (hus- 
band under thirty-five years) who bought durables in 
1951, nearly three fourths used instalment credit. 

By the time the children have left home, cash 
buying again becomes significant. For the half of 
older married couples with no children under eighteen 
who purchased durables in 1951, fewer than half made 
no cash purchases. As might be expected, married 
couples who never have children tend to lean toward 
cash purchases of durables during the full span of 
their marriage? 

While family status appears to be the key determi- 
nant in the use of instalment credit, other factors 
are important. The fact that consumer debt is re- 
ported more frequently by middle-income families 
than by upper-income families is in most part owing 
to the predominance of young married couples with 
children in the middle-income brackets and of the 
older-married couples in the upper-income brackets. 


1Young married couples tend to be concentrated in this group. 

2Many of the one fourth of the nonpurchasers owing money were 
doubtless still paying instalments on purchases made previous to 
1951; probably, though, the bulk owed on charge accounts for 
nondurable items. 

3Households headed by single persons are not heavy purchasers of 
durables, but much of what they buy is on instalment credit. 


Durables for the Married 


Purchasers as percentage of all spending units within groups 


Family Status of Spending Unit oe ete 
1951 | 1950 
Single person: 
Aaa a. | ae ah ee glen 
INGO SRSA 6) SGU EEO 2502 WOE coe Oe 1 1 
Married: 
Age 18-44, no children under 18......... 11 4 
Age 18-44, 1-2 children under 18........ } 9 9 
Age 18-44, 3 or more children under 18.. ; 7 
Age 465 or over, no children under 18..... 3 4 
Age 45 or over, 1 or more children under 18] __ 3 5 


1Nonfarm house purchasers as a percentage of nonfarm spending units. 
2Includes home freezers. 


Source: Federal Reserve. 
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Used Television 
Automobile 


Type of Purchase 


Washing 
Machine 


Set Radio Refrigerator? | Furniture 


1950 | 1951 | 1950 


ae Tee 

AS|e- gthens 
| 6| 8 
18 5 
14 \ i ers 
i) sis 
41 61 6 


3Age refers to head of spending unit. 
aNo cases reported, or less than 4 of 1%. 


More Children, Less Cash 
Married couples 


Married couples 
i iidre without children 


with children 
Age of husband 
18-44 45 and over 18-44 45 and over 


OS? 
Lx 
Se 


LX 


Side scales refer to % distribution of married couples in 
each liquid asset group. Shadings indicate liquid assets 
as a % of income before taxes. 

Source: Federal Reserve 


But the level of income notwithstanding, there appears 
to be a higher concentration of debt in urban areas 
than in rural or farm communities, and even in the 
urban areas skilled workers tend toward instalment 
debt somewhat more than do white-collar workers. 
The Federal Reserve surveys have also unearthed 
the fact that those families that have recently had 
increases or decreases in income tend to report debt 
more often than do those families with no change in 


their income. Apparently those families with rising 
income desire and are able to carry a greater debt 
burden. Families with decreased incomes often have 
difficulty in reducing their expenditures in line with 
income and hence are inclined to borrow. 


RISE IN POSTWAR DEBT 


The normal credit cycle of marriage—(1) heavy cash 
purchases of durables; (2) children, and heavy use of 
instalment credit; and (3) middle age, and return to 
cash buying—was short-circuited by World War II. 
Families were disrupted, marriages postponed, and 
durables withdrawn from consumer markets. With the 
upsurge in family formation in the early postwar pe- 
riod, and the consequent heavy demand for durables, 
instalment credit might also have been expected to rise 
sharply. But the large reserves of liquid assets built up 
by younger persons—those who in the years immedi- 
ately following the war were at the time of life when 
credit is most used—allowed durables purchases to be 
made in large measure with cash. 

With purchases of durables accelerating during 
the postwar years (less than half of the normally 
credit-buying middle-income group made purchases in 
1946, against three fourths in 1951) and rising prices 
lowering the value of liquid assets, cash reserves 
dwindled. In early 1946, for example, the average 
family in the $3,000-$4,000 bracket held nearly $1,000 
in cash and savings bonds, while its counterpart in 
early 1952 (income of $4,000-$5,000) held only $450.2 

The upshot has been a steady shift back to use of 


1And this $450 would have probably been able to purchase 72 
as much goods as it did in 1946. : @ 


More Credit Buying 


Source: Federal Reserve 
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instalment credit to finance purchases by the middle- 
income families. Instalment credit outstanding per 
family rose from $87 in early 1946 to about $305 
in early 1953. This growth in debt has been especially 
rapid since May, 1952, when controls on credit terms 
were lifted. The pattern of instalment debt is now 
pretty much as it was in late 1941—-when debt burdens 
were at their prewar peak. Retailers report that 


Who Owes the 
1951 MONEY INCOME BEFORE TAXES 


r 
40% AND OVER 
20%-39 % 
10%-19% 


1%-9% 


UNDER 


40% AND OVER 
20%-39 % ee 
10%-19 % BX 


18-44 45 YEARS 
YEARS AND OVER 
SINGLE 


& NOT ASCERTAINED 


Note: Right-hand scale refers to the percentage of spending units 
to the percentage which consumer debt bears to income before taxes, 


the head of the spending unit 
Source: Federal Reserve 
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credit business currently accounts for as much of 
their sales now as then; and measured in aggregate 
terms consumers are now paying out as much of their 
after-tax income in instalment payments as they were 
using for this purpose in 1941 

Time payments on instalment accounts are probably 
close to the 1952 rate, when they amounted to 9.3% 


1See “More Credit for Consumers,” in last month’s issue. 


Debt? 
TOTAL 


852525522 

RSI 

RRS 5 05 
eterererereren 


ves 
d 4 
PKR 


recececteecececes 


0.9.8, 


N 


00- $7,500 
99 AND OVER 


| ae 6'6's's's"s'e.. 


MARRIED OTHER 


within each income or family bracket. The shaded areas refer 
The age designations under family status refer to 


126 


Financing Furniture and Major Household Appliances in 1951 


Percentage distribution of spending units within income groups 


Neen eee ee eee eee ee ee ee ee ea eee eee eee Sani 


Money Income Before Taxes 


All 

Method of Financing Sera 
Cash for all items....... ince shee os SEMEw ens Siaeials 20 
Instalment credit for all items....... ponte nee eeecece ees 18 
Cash for some items, instalment credit for others....... 4 
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of all cases 
Source: Federal Reserve 


of total disposable income. But since fewer than 60% 
of all families owe instalment debt, it would seem 
that the average payments of those who are making 
time payments must run to about one sixth of after- 
tax income. 

Although there are no data on the distribution of 
debt repayments by income groups or family status, 
the information on debt outstanding collected by the 
Federal Reserve (see chart) affords some indication 
of the distribution of repayments.? Perhaps something 
like a third of debtors pay out less than 10% of their 
incomes in instalment payments, with another two 
fifths or more making payments of 10% to 20% of 
their incomes. In the brackets over 20%, the number 
of families declines steadily, with only a small number 
paying out more than 40% of their incomes. 


NO REAL TEST OF DEBT BURDEN 


It is not clear, however, whether this distribution of 
debt burden foreshadows trouble for the retailer. 
There has never been a time when consumer debt 
reached what might be considered dangerous propor- 
tions: no downturn in consumer durables purchases 
has ever been clearly traced to overburdening debt. 
A test might have come in the 1940’s; instalment debt 
had reached an all-time high at Pearl Harbor, with 
over half of the nation’s families reporting debt. 
Had debt continued to rise in the months follow- 
ing, a test of the debt burden might have material- 
ized in 1942, or 1943, or perhaps not until 1944 
or later. 

But the war intervened and the record debt was 
rapidly liquidated, so that, by the end of 1943, out- 
standing instalment debt stood at only one third of 
the 1941 level. 


’The average income of those in debt is about equal to those with- 
out debt. 


*The indication, however, is approximate at best. First, the chart 
includes noninstalment, as well as instalment, debt outstanding. 
Second, the percentage of income used for repayments would be equal 
to the percentage of debt outstanding to income only if the average 
length of instalment contracts were equal to twelve months for each 
Income group. Average contract lengths are currently running in 
excess of twelve months, and may vary significantly among income 
groups. Third, the sample data on outstanding debt imply an aggre- 
gate figure on debt which is significantly lower than the presumably 
more accurate estimates based on bank-reported data. 
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1ncludes cases for which information concerning items purchased and method of financing was not ascertained. These cases account for about one half of one per cen’ 


It would certainly seem that for every family there 
comes a time when instalment payments take such 
a large portion of current income that no further pur- 
chases on instalment could be made without, for a 
period, cutting down other, more necessary purchases. 

Doubtless the critical point for each family would 
tend to differ, since some families can service larger 
debts than others. But a general indication of whether 
the point would be 5% or 10% or 50% of a family’s 
income can be gotten from studies of expenditure 
patterns of middle-income families—the typical credit 
buyers. 

In 1949, for example, approximately 60% of the 
families with after-tax incomes of between $3,000 
and $5,000 spent more than 80% of their incomes for 
food, clothing, rent and other items that are more 
or less necessary for day-to-day living.1 

More than three fourths of families spent in excess 
of 70% of their incomes on necessaries, and fewer than 
8% spent under 50% for necessaries. In addition, 
nearly nine tenths of these middle-income families had 
contractual obligations (insurance and mortgage pay- 
ments) which averaged an additional 6% of their 
incomes. Data for 1947 and 1948 show much the 
same results. 


LIMITS TO GENERAL DEBT 


Thus, while any particular family may shift the 
percentage of income it spends on necessaries and 
contractual obligations from year to year, for middle- 
income families as a whole it would appear that in 
any given year there were only about a fourth that 
could set aside more than 25% of their incomes 
for instalment payments. Perhaps only two fifths 
would have as much as 15% for instalment pay- 
ments. And if they should apply all of their unused 
incomes for such payments, that would mean no 
money for other forms of savings, not to mention cash 
for down payments on additional durable goods pur- 
chases, 

These figures suggest the rough limits to which 
instalment debt among middle-income families can 


1There are evidently some items included in these expenditures 
which may not be strictly classed as necessaries, although in aggre- 
gate they appear to be small. 
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expand, assuming no basic change in postwar expendi- 
ture patterns. Perhaps a tenth of these families 
are currently paying out more than 25% of their 
incomes in instalment payments; approximately a 
fifth pay out more than 15%. These proportions are 
still far from the limits implied by expenditure pat- 
terns. Considering the concentration of credit-buying 
families in the middle-income brackets, consumers 
as a whole could apparently expand their rate of in- 
stalment payments from the current 9%-10% of in- 
come to perhaps no higher than 13%-15%. 


A FLATTENING OUT OF SALES? 


However, the limits are not the only consideration 
in tracing the probable effects of a growing debt 
burden on sales of consumer durables. It is not so 
much a question of a growth in debt coming to a 
complete halt, but rather of a slowing of the rate of 
increase. A growing volume of sales of durable goods 
retailers is being supported by instalment credit, and a 
slowing in the rate of increase in debt outstanding 
implies a flattening out of credit sales as well. 

It seems probable that the heavy credit buying of 
the last ten months increased the number of families 
that have temporarily stopped buying goods on credit 
because their monthly instalment payments have gone 
as high as these families can afford. There are doubt- 
less many more who are not planning to buy so often 
in the next year or two as they did in, say, the past 
two years. 

While it is not possible to discover the number 
of families that have already slowed or wholly dis- 
continued their purchases of consumer durables, some 
idea of its size is suggested by the roughly 5-million 
families that report instalment payments in excess of 
20% of their incomes. 

This group of heavily debt-burdened families has 
most likely been increasing steadily throughout most 
of the postwar period, owing to the growing frequency 
of purchase of credit buyers and the increasing length 
of instalment contracts. 

The proportion of families purchasing durables 
rose from less than two fifths in 1946 to nearly two 
thirds in 1951. And of those who bought durables in 
1946, a negligible number made more than one pur- 
chase, compared with the 11% that doubled up on 
purchases in 1951. Thus the average family’s rate of 

_purchases rose from one every two and one-half 
years in 1946 to one every seventeen months in 1951. 
At the same time, the proportion of these purchases 
financed by instalment credit rose from 31% in 1946 
to 53% in 1951 and was probably still higher in 1952.1 

The average length of instalment sale contracts rose 
from eight months in 1946 to about fourteen months 
in 1951.2 The lifting of Regulation W has evidently 


1See “More Credit for Consumers,” The Business Record, February, 
1952. 
*Op. cit. 
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been followed by a further lengthening of payment 
periods. 

The few durable goods buyers in the early post- 
war years who used instalment credit were likely to 
have their debt paid off before their next purchase. 
Credit buyers of automobiles (the item which is most 
likely to require large instalment payments) accounted 
for only a fifth of the relatively small volume of auto- 
mobile sales in 1946. And of those who bought on 
credit, down payments were probably large. 

But the greater frequency of credit buying in re- 
cent years, coupled with the longer time buyers are 
taking to pay off their debts, implies that many 
families are now buying before their debts on previous 
purchases are paid off. Moreover, automobile credit 
volume has risen to record levels. 

Despite this growing number of families that have 
had to postpone or discontinue durable goods pur- 
chases, retail credit sales volume has continued to 
expand as new credit buyers (see chart) and the in- 
creasing frequency of purchase of credit buyers gen- 
erally have more than offset the loss of sales to debt- 
burdened families. 

There are doubtless still a large number of poten- 
tial credit buyers and those with small debts who 
stand ready to maintain the credit end of the durables 
retailers’ business—although in all likelihood many of 
the new credit buyers who have recently entered the 
market, or who will in the months to come, had been 
consistent cash buyers heretofore. So presumably 
some of the new credit customers were old cash cus- 
tomers, and do not reflect a real increase in the over- 
all retail sales volume. 

ALAN GREENSPAN 
Division of Business Economics 
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FINANCIAL NOTES AND FOOTNOTES 


ONE OF THE results of the inauguration of a new 
Administration in Washington believed to be intent 
upon reversion to something more nearly resembling 
what used to be termed normal and of recent events 
in the money market is to bring to the fore a number 
of often argued questions, some of them centuries old. 

The increase a few weeks ago in the discount rate 
to 2% started arguments over the question as to 
whether this change brought the rate to normalcy. 
The recent increases in all short-term interest rates 
have substantially outstripped yields on long-term 
bonds. Are these changes producing an “abnormal” 
relationship between the two sets of rates? Is the sit- 
uation as it now stands approximately "normal,'' or are 
further changes needed to bring the two rates into "nor- 
mal" relationships? These queries, too, have lately been 
argued at length. 

Then there is another old, old issue about which we 
begin to hear once again. This has to do with the 
ultimate goal of monetary and credit policy, and more 
particularly the intermediate goals through which 
the ultimate goal is to be reached. In recent years 
most discussions of this topic have centered about 
what is now termed the money supply. How do the 
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managers decide how much money is needed at any par- 
ticular time? Here is a question which in one form or 


another goes back three centuries, and authorities are 


today very nearly if not fully as far from unanimity 
about it as they ever were. 

A brief review of the present status of these phe- 
nomena and these theories is evidently very much 
in order. 


MONEY MARKET RATES 


First, then, how “normal” are present money mar- 
ket rates? Obviously, the answer to such a question 
turns on the definition of the term “normal,” and, of 
course, each individual insists upon his right to define 
that term for himself. Comparison of current rates 
with those which have prevailed over the past half 
century, more or less, presents no such difficulty, how- 
ever. This the accompanying charts undertake to do. 

One of these shows the discount rates since the 
establishment of the Federal Reserve System. It is 
clear from this chart that the "peak" rate of 2% now 
prevailing was unknown to the System prior to December, 
1930. Prior to the middle of that year the lowest rate on 
record was 3%. The showing made by the chart is en- 


Before 1929, Short-term Rates Were Mostly Higher Than Bond Yields 
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tirely accurate, and the statements just made here 
are quite true, but it is impossible to present the full 
picture so simply. The reason is that in early days 
of the System many different rates were always in 
effect at the same time. Each bank ordinarily had 
several different rates at which it made accommoda- 
tion available to member banks, and rates regularly 
varied from Reserve bank to Reserve bank. The pres- 
ent-day uniformity to which the public has grown 
so accustomed in recent decades was unknown to the 
founders of the Federal Reserve System and to the 
System itself in its earlier history. The rates actually 
plotted, however, are those which the Board of Gov- 
ernors of the Federal Reserve System has chosen as 
representative for the earlier years. For the past two 
or three decades there has ordinarily been one rate of 
first importance, although some loans have from time 
to time been made at other rates, and there have been 
brief periods when rates have varied a little from 
bank to bank. 

Whether normal or otherwise, the charts make it 
clear beyond any room for argument that, prior to 1930, 


short-term rates were generally higher than longer-term 
rates. The exceptions to this rule were few and strictly 
temporary. It is extraordinarily difficult to compile a 
series of short-term rates which are equally represen- 
tative throughout so long a period as is here covered. 
There is, however, no reason whatever to suppose 
that results would differ essentially if a better statis- 
tical representation of the short-term market were 
possible. In any event, the evidence presented by 
actual rates quoted in the market is firmly supported 
by the showing of bond yields by terms. The lender 
at short term in the earlier days was the man who got 
the better return on his money. Recent changes 
tend in the direction of restoring this older relation- 
ship, but only a beginning has been made. 

To repeat, the older rule may or may not be re- 
garded as normal in this day and time. There is 
nothing here to prove whether those who insist that 
this is a “new” age and that the old rules no longer 
apply are right or wrong. The charts say only that what 
we have today is not what was usual prior to the upheaval 
in 1929, 


What is a sound but adequate money supply? Here we shall content ourselves 
with presenting a series of expert witnesses. To begin at the beginning, Alfred 
Marshall, in 1923, gave this brief account of early notions: 


As it was in the begin- 


ning 


“Petty (1623-1687) thought that the money ‘sufficient for’ the nation is 
‘so much as will pay half a year’s rent for all the lands of England and a 
quarter’s rent of the Housing, for a week’s expense of all the people, and 
about a quarter of the value of all exported commodities.’ Locke (1632- 
1704) estimated that ‘one fiftieth of wages and one fourth of the landowner’s 
income and one twentieth part of the broker’s yearly returns in ready money 
will be enough to drive the trade of any country.’ Cantillon, after a long 
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and subtle study, concludes (1755) that the value needed is a ninth of the 
total produce of the country; or, what he takes to be the same thing, a 
third of the rent of the land. Adam Smith has more of the scepticism of 
the modern age and says: ‘it is impossible to determine the proportion,’ 
though, ‘it has been computed by different authors as a fifth, at a tenth, 
at a twentieth and at a thirtieth part of the whole of the annual produce.’ ” 


Passing over a century or two of argument and discussion of monetary and 
credit theory, in which caution (relatively speaking) in generalization pre- 
vailed, we come at once to the ‘“moderns.”’ 

First, Lionel D. Edie, an influential figure, said, in 1931, of the early 
depression years: 


“The fault with most attempts to define the proper amount of credit seems 
to have been vaugeness and ambiguity... . 


(a) The price level stabilizationists, for instance, have declared that 
there should be enough credit available to prevent undue fluctuations in 
the purchasing power of money. I want to accomplish this goal but feel 
that the test is too vague... . 


“(b) Another suggestion has been that credit should be allowed to ex- 
pand until labor is fully employed. Further expansion would be considered 
inflationary, because it could not add to the amount of productive work 
done by the community. There are many shortcomings to this guide. The 
term ‘fully employed’ is highly indefinite as a statistical concept. The 
"Normal Rate of Growth timeliness of credit action is left in doubt by such a phrase... . . Further, 

of Production" is the no criterion is furnished by such a signal as to how much contraction of 

guide — other meas- credit should be acquiesced in during a wave of unemployment. 

ures vague or ambig- 

uous “‘(c) Another type of solution is the industrial equilibrium test. Accord- 
ing to this test, credit should be adapted to a position of balance between 
the production, inventory, distribution, and consumption of goods. When 
the physical flow of goods is unobstructed, runs the theory, let credit expand 
up to a point which will not provoke unbalanced production. If maladjust- 
ments arise, wait for them to be corrected; then expand credit. 

“This train of thought exempts credit from pretty much all responsi- 
bility for disequilibrium and denies it any important power to restore 
equilibrium. It assigns credit a role of passive submission. Moreover, it 
trusts to vague definitions of what constitutes equilibrium and of what 
constitutes maladjustment. 


*‘(d) Another school has proposed that credit should be regulated with 
a view to coordinating saving, investment, and spending. Oversaving, 
overinvestment, overspending, or their opposites, are concepts which this 
school would set up as financial maladjustments to be combated by appro- 
priate injections or withdrawals of credit. This involves a financial equi- 
librium test of credit policy, in contradistinction to the industrial equilib- 
rium test referred to above. 


“Tt suffers from the same indefiniteness. . 


“A Positive Guide: Production Growth—The positive credit guide here 
proposed is the normal rate of growth of production. Central banks should 
aim at so regulating the reserves of the banking system that the outstanding 
credit built upon those reserves will expand at the same rate as the long-term 
growth of production. There is enough credit when the curves of credit 
growth and production growth parallel each other. More than this is too 
much; less than this is too little.” 
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One year later (1932), Charles O. Hardy, for the Institute of Economies of The 
Brookings Institution, published a critique of the credit policies of the Federal 
Reserve System. In it, he expresses these views: 


"Neutral," but not un- 
changing money prin- 


ciple. What is "neu- 
tral money?"'—Many 
factors involved 


“Aside from the views of the few remaining advocates of laissez faire and 
those of the moderate expanionists, theories of the proper test of central- 
bank credit policy fall into four main groups. These are: (a) the widespread 
advocacy of commodity price stabilization; (b) the suggestion of the sta- 
bilization of the value of the factors of production; (c) the doctrine of money 
market stabilization; and (d) the theory of neutral money... . 


“I am in complete accord with the neutral money principle. I am 
inclined, however, to interpret the grounds for positive action on the part 
of the central banking system under this principle more broadly than the 
doctrine may seem at first thought to justify. Neutral money must not be 
identified with unchanging money. For it is clear that a money supply 
which for a given population is just adequate to effect the customary volume 
of exchanges and provide the customary volume of pocket and till money 
may become either redundant or inadequate, and hence in effect an un- 
stabilizing factor, because of changes in the size of the population, in the 
amount of currency hoarded, in the relative popularity of checks and cash, 
or in public opinion concerning the outlook for a financial catastrophe or 
a financial millennium.” 


Again, only one year elapsed before the appearance (1933) of the searching 
analysis of William E. Dunkman under the title, “Qualitative Credit Control.” 
From this volume, the following is abstracted: 


It makes a difference what 


is produced 


"Recently attention has shifted from prices to production as the guide for banking 
policy.... 


"Nothing whatever is said of the assets upon which this expansion is to take place. 
Certainly, however, it must make some difference what the bank portfolio contains; 
what is being produced must also make a difference. It is just here that the most 
serious objection to this banking policy lies. An increase in the physical volume of pro- 
duction is no guarantee of an equal increase in value. A banking system in which the 
total volume of credit was expanding at a rate equal to the rate of expansion in the 
total volume of production might still find itself in difficulties if some of the goods 
remained unsold. These unsold goods would cause some producers to fail to pay and 
would cause some banks to lose their reserves, and thus the process of liquidation, 
failures, restriction of banking facilities would be started, followed by the inevitable 


decline of prices, production, and employment." 


H. Parker Willis, closely associated with the original Federal Reserve Act and 
with its operations in its earlier years, reviewed (in 1936) credit theories in 


these words: 


“Closely connected with the idea that the central bank is called upon to 
shape the direction and distribution of credit, and through that means more 
or less to shape the direction of industry, is the view that the central bank 
can and should undertake the duty of controlling or directing the price 
level. Not a few recent theorists have apparently regarded this duty of 
directing prices as a primary function of the central bank, and have been 
disposed to emphasize it to the exclusion of the more general function of 
business leadership. The two ideas—business leadership and price control— 
have, in fact, made their way forward in current discussion at different 
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times, and as a result of different currents of thought. ‘They have, never- 


theless, represented conceptions that are essentially similar and they should 
be discussed in conjunction with one another. 


_ It is obvious that, if a central bank has the power to alter prices it has, 
in a high degree, a general power of business direction or business leadership, 
while, on the other hand, if it has no direct price-making power of any sort, 
the question how far it can influence the course of business must be discussed 
from an entirely different angle; that, namely, which has to do with the 
choice of types of business which are to receive extensions of credit. The 
general theoretical base of this discussion is another form of the quantitative 
versus qualitative credit controversy and has been ignored by most ob- 
servers, who have preferred to assume that the control or direction of prices 
is a desirable duty for performance by some agency. That agency might 
be either the government, which presumably could devote itself to pre- 
scribing or fixing prices, or it might be the banking mechanism which 
presumably could obtain the same result by working upon the price level 
through changes in the supply of circulating medium. The problem of 
price control by central banks has thus become a leading question of current 
politics, involving a general acceptance of the older quantity theory of 
money, and an issue in the constant struggle between those who believe in 
the maintenance of individual initiative in business and those who think of 
the government as necessarily and properly exerting a directive authority 
in that connection—perhaps an arbitrary power.” 


He then presented his own views in some detail: 


A different view 
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"1. The function of banking is not to ‘create’ credit or purchasing power, but to 
guarantee exchangeability of goods, incidentally assuming the function of guarantee- 
ing (and effecting) the exchangeability of such guaranteed goods for coin, or its 
equivalent. 


"2. The amount of credit which can thus be extended, or, preferably, the amount 
of goods which can be guaranteed, depends upon the extent and distribution of de- 
mand. When business is active, and buying power well distributed, goods pass readily 
into the hands of consumers and are ‘paid for.’ There is then no limit to the amount 
of credit to be ‘safely’ granted, except the volume of such goods offered. 


"3, Banks can never be absolutely certain of their own judgment as to exchange- 
ability, nor can they avoid losses and ‘tie-ups' due to business embarrassments, dis- 
honesty, and the like, with resulting ‘frozen,’ or immobile, condition of a part of their 
assets. In such circumstances they must liquidate some of the credit they have ex- 
tended in cash, and thus a limit (other than that afforded by the goods or values 
presented to them) is afforded to the expansibility of their credit. 


"4, Moreover, competition between banks, unfavorable balances of trade, and 
other conditions, may lead banks to make loans which they know to be somewhat 
un-liquid. The result will be to necessitate loss of coin through the presentation of 
claims in excess of those received from other sources. Thus again a reduction in re- 
serves which may be permitted to go to the limit at which prudence (fear of being 
inadequately provided against further presentation of claims) or legal restrictions 
(fixed reserve percentage) intervene to prevent continuance along the same lines of 


policy. 
"5. Extension of credit beyond the limits of liquidity [i.e., placing of immediate 
purchasing power on the books of banks) may (and where such credit is not liquid 


usually does) result in applying an excessive amount of demand to actually available, 
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and consumable, goods, with the result that prices are advanced. When such an 
advance occurs, more money or currency is needed in circulation, and thus the banks 
feel a renewed pressure for cash which results in lowering their reserves, the money so 
drawn off going into ‘circulation.’ 


"6. Central banking follows these general principles just as does individual com- 
mercial banking, its essential difference from the latter being found: (I) in its accept- 
ance of different principles of lending and to some extent (2) the acceptance of prin- 
ciples of action by the banking customers of central banks which are not the same as 
those which govern the conduct of individual bank customers." 


The Thirties were productive in this field. In 1937, Professors Phillips, 
McManus and Nelson published their “Banking and the Business Cycle.” 
In tt they assert: 


“The ideal aim of credit policy is, simply, that the rate of credit growth 
should be stabilized, so that the growth of credit proceeds at the same rate 
as the growth of population, in the vicinity of one per cent per annum for 
the United States. The rate of growth of population is undoubtedly the 
Should increase with pop- most constant of economic phenomena, one that is well known and predictable 

ulation growth for a considerable number of years, and one whose secular trend is subject 
to verification every ten years by the census figures. As population increases, 
the amount of circulating media should increase pari-passu in order to 
accommodate in as frictionless a manner as possible the increase in total 
transactions engaged in by a growing number of people; thus, although the 
absolute amount of credit would be increasing, the amount relative to the 
population would not be.” 


It was the very next year (1938) that Raymond J. Saulnier published his 
“Contemporary Monetary Theory.” A little “scholarly” perhaps, but well 
worth thoughtful analysis, are the following sentences taken from that volume: 


- monetary policy, rightly considered, is but one of the necessary elements of 
general economic policy. The work of both Keynes and Robertson makes this point 
quite clear. The latter has no special faith in the omnipotence of monetary control, 
and has expressed himself very pointedly on the necessity of larger measures, while 
the former includes in his program of action a considerable participation of the state 
in controlling the volume of new investment. But in the case of the Austrian school 
we have implied, and sometimes explicit, faith in the nation that all that is neces- 
sary is a ‘neutral’ money policy and time for the system to work out its own cure. 
Hawtrey is apparently confident that monetary measures are sufficient for all situations 
except his so-called credit deadlock. 


Only one of several fac- 


tors 


"These are quite different positions. The explanation of the differences seems to 
be that the point of view adopted depends on whether fluctuations in general busi- 
ness are attributed solely to monetary causes, or are explained in the more compli- 
cated terms of an interaction of monetary and nonmonetary factors. If one believes 
that the sole cause of industrial fluctuations is to be found in faulty monetary practice, 
then one can argue that the only remedy required is a revision of that practice. But 
if one does not accept a purely monetary theory of the cycle, then an appropriate 
control program will appear to involve more than purely monetary measures. It is for 
this reason, | think, that Robertson has always stood for a wider program of action 
than Hawtrey. Keynes has not, in ‘The General Theory of Employment, Interest, and 
Money,’ taken all of the important institutional facts into consideration, but he does 
nevertheless have a sufficiently nonmonetary slant to come to substantially the same 
type of conclusion as Robertson. ... 
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“In connection with long-run policy, we have also noted that there are many dif- 
ferences between the writers and many still unsettled questions. The problems seern 
to center around the determination of policies appropriate for situations in which 
changes are taking place in (a) the volume of capital; (b) the size of the population; 
and (c) the productivity of labor. 


"With respect to (a) we have found that Hawtrey is the only one who would 
attempt to make compensations by changing the supply of money. But his writings 
do not, as far as | have been able to discover, provide us with any standard by which 
to determine the amount of either the change in capital or of the required adjustment 
of the money supply. It is impossible to apply the program unless these basic matters 
are settled. An important question in this connection is this: how can the correction 
for an increase in capital be made so that the increase in the money supply will not 
stimulate an excessive expansion, and thus lead to the crisis which Hawtrey has shown 
to be so easily started? 


"Both Hawtrey and Robertson agree on the necessity of making adjustments to 
counteract population changes, but the latter has not as yet presented any more than 
a very rough solution of the problem of the degree of compensation which is re- 
quired by a given amount of population change. Hawtrey leaves the matter unset- 
tled by providing no complete statement of policy. It is not enough to say, as Haw- 
trey does, that the money supply should be corrected by reference to changes in the 
labor supply. One has to determine how much of a correction is necessary for any 
given population change. The answer to this question is unlikely to be derived from 
data on the size of the population. We must know more about changes in output and 
the factors influencing people to hold money balances, before this sort of correction 
can be made in appropriate amounts. 


"There is also no agreement as to the policy which should be adopted in the case 
of changes in productivity. Robertson, Hawtrey, and Hayek seem to agree that a 
falling price level which reflects changes in productivity should not exert a depressing 
influence on business, but Keynes favors a stable price level as a long-run policy. Here 
is a difference of fundamental importance, since both Robertson and Hayek have 
stated that the maintenance of a stable price level in the face of increasing pro- 
ductivity will eventually lead to a crisis. Keynes does not, however, attempt any direct 
refutation of the theory upon which Hayek bases his view. 


"This, then, is the unsettled state of monetary theory and monetary policy. We 
have found disagreement not only on the details of analytical methods but also on 
the main conclusions as to desirable and appropriate monetary policy. Future devel- 
opments in this branch of economics will have to provide more effective tools of 


analysis, and will have to indicate more clearly than has yet been done both the ends 
of monetary policy and the means by which they can be realized." 


onouncements on the subject are those of Professor 


‘Hansen (“Monetary Theory and Fiscal Policy” ) and E. A. Goldenweiser 
(“Monetary Management”), both appearing in 1949. Prof. Hansen says: 


MARCH, 1953 


"... an increase in the quantity of money may raise the national income in varying 
degrees according to a variety of circumstances (especially the interest-elasticities 


‘of the liquidity preference, the investment, and the consumption functions). Thus the 
national income is indeed a function of the money supply; but the relation is devious 
and complex, and varies according to changing circumstances and conditions. There 
is no simple, direct route between money and income. 
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No single guide to sound 


money policy 


"On the other side, any increase in the national income—the consequence of an 
increase in total outlays—is likely to encounter restraining obstacles to further expan- 
sion unless the money supply is increased. Eventually a point is reached at which 
further income-generating expenditures will become wholly ineffective unless there is 
an increase in the quantity of money... . ~ 


"Thus in general we may set down the proposition that the national income cannot 
be raised effectively and in the most advantageous manner without some increase in 
the money supply. Under certain conditions it may be advantageous and desirable 
to accompany an increase in the national income by a less than proportional increase 
in the quantity of money; under others, by a more than proportional increase." 


Mr. Goldenweiser’s idea is this: 


Sometimes more, some- 


times less is needed 


"The objective of monetary policy, as now generally recognized, is not limited to the 
maintenance of stable prices; there have been examples of price stability while a 
serious economic collapse was in the making (the latter part of the 1920's was such 
a period). Nor is the objective of monetary policy full employment by itself, since 
among other reasons, the relationship between monetary policies and employment is 
not sufficiently direct to make this a feasible guide for current credit policy. Nor can 
the objective be defined as an adequate volume of investment and maintainance of 
favorable conditions in the capital market, there being times when developments in 
the capital market are a stage or two removed from matters of immediate considera- 
tion in formulating monetary policy. It is now widely recognized that no single guide 
can be adopted as an adequate basis for monetary policy. The broad objective may be 
stated to be to contribute through the regulation of the volume, availability, and cost 
of money to the maintenance of stable economic conditions and a rising level of 
economic well-being. Specific applications of this broad objective differ from time 
to time. There may be times when commodity prices should be a leading guide to 
policy; at other times it may be security prices, or the volume of capital flotations and 
the structure of interest rates." 


Still more recent (1952) 1s Clark Warburton’s analysis: 


Money should grow with 


production rate 


“Theoretical analysis and factual studies both support the proposition that 
the most desirable rate of growth in the quantity of money is that which 
will maintain stability in the value of the monetary unit. This is the rate 
which will give the greatest stimulus to employment, production, and pur- 
chasing power without producing the evils of inflation. 


‘Another approach to an approximation of the normal rate of growth in 
the quantity of money is to assume that the quantity of money needs to 
grow in proportion to the long-term trend in output, as measured by indexes 
of the quantity of goods produced, with an adjustment for long-run changes 
in the ‘efficiency’ of money, or rate at which money is used for purchase 
of the products comprising the national output. 


“From the existing data, we can conclude that the United States needs a 
rate of growth in the quantity of money of about 4% or 5% a year, if we 
are to attain continuous full employment and maximum output and ‘at the 
same time maintain stability in the value of money. Pending improvement 
of the basic data, we may use either 4% or 5% per year as a reasonable 
approximation to the requisite rate.” 
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